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THE INSIDER TRADING PROSCRIPTIONS ACT OF 

1987 



TUESDAY, DECEMBER 15, 1987 

U.S. Senate, 
Committee on Banking, Housing, and Urban Affairs, 

Subcommittee on Securities, 

Washington, DC. 
The subcommittee met at 10 a.m., in room SD-538, Dirksen 
Senate Office Building, Senator Donald W. Riegle, Jr. (chairman of 
the subcommittee) presiding. 
Present: Senators Riegle, Proxmire, Hecht, and Bond. 

OPENING STATEMENT OF SENATOR RIEGLE 

Senator Riegle. The Securities Subcommittee will come to order. 

We are very pleased today to have the Chairman of the SEC ap- 
pearing before us. Before I make a beginning statement let me just 
say to Chairman Ruder that you certainly arrived on the scene at a 
very dramatic and difficult moment with respect to our securities 
markets. We have had the occasion to work together now on a 
number of items, including the difficulties surrounding October 19 
and other things such as insider trading, and I want to just say for 
the record that I appreciate very much the leadership you have 
shown in this job under very difficult circumstances. 

It seems to me that you have stepped forward in a number of 
critical areas, that you have been very direct and forceful in your 
comments and your leadership efforts, and that's precisely what is 
needed. People may agree or disagree with each and every position 
or statement, but certainly this is the time for strong, thoughtful 
leadership such as you are providing. I appreciate that fact and I 
think it's very important to the country at this time. 

Today, we are holding our fourth hearing relating to legislation 
on insider trading. Last month, the U.S. Supreme Court provided 
Congress with another compelling reason to clarify and define the 
law in this area by written statute. On November 16, in Carpenter 
v. United States, better known as the Winans case, the Court split 
right down the middle with a four-to-four vote with respect to 
Winans' conviction under the securities laws. 

That to me is a clear indication that even our highest Court in 
the land is uncertain about the scope of insider trading under 
today's securities laws. And no wonder. Strange though it may 
seem, insider trading, as such, is not now specifically prohibited by 
Federal statute. The law on insider trading has developed from the 

(1) 
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general antifraud provisions of the Securities and Exchange Act of 
1934. 

Unfortunately, the courts have not interpreted fraud as it relates 
to insider trading with any degree of consistency or clarity. As a 
result, not even lawyers, let alone members of the public, can be 
sure from one court case to another what the state of the law actu- 
ally is in this area. Or for that matter, even where to find out what 
the law is likely to be in the future. I think that's really an unac- 
ceptable situation and has to be changed. 

This has resulted in many other calls for change. For example, 
just one home State newspaper in Michigan, the Herald Paladium 
in St. Joseph, MI, recently wrote an editorial — and I want to quote 
them — this editorial ran on November 27, 1987. The editorial was 
captioned "Insider Trading Law Suffers from Haziness.'' And it 
concluded this way, and I quote them: 

The haziness in the securities laws on what is and is not insider trading should be 
erased. So far, the courts have declined to assume that role. The same is true for 
Congress, which has the first responsibility to act. 

I fully agree the courts ought not to write the law alone in this 
area. That's really our job and we should step up to it. 

On June 17, 1987, Senator D'Amato and I introduced S. 1380, the 
Insider Trading Proscriptions Act of 1987. This legislation was 
drafted at our request by an ad hoc legislative committee of out- 
standing securities lawyers which Senator D'Amato and I asked be 
formed for that task. 

I am tremendously encouraged by the widespread support we 
have received for our proposal. Former SEC Acting Chairman 
Charles Cox, as well as the head of the SEC Division on Enforce- 
ment, have already testified that S. 1380 would be preferable to the 
current law and today we will hear again from the Securities In- 
dustry Association that with minor modifications they endorse S. 
1380. 

Meanwhile, Chairman Ruder has worked very closely with us 
and will testify today with respect to further refinements he be- 
lieves should be made within the general context of the Insider 
Trading Proscriptions Act. 

So I want to thank you again. Chairman Ruder, for the leader- 
ship that you've given on this and I think that with your continued 
help and that of our ad hoc legislative committee and others we 
will be able to move forward shortly on this legislation. 

Finally, you know of my very strong interest in ensuring that 
the Commission receives the funding necessary for the SEC to do 
its job well — particularly under the pressures of the extraordinary 
circumstances in the financial markets at this time. Any comments 
which you have with respect to the issue of the funding for the 
agency I would encourage you to feel fi-ee to make. I will want to 
pursue that in any event in my own questioning when the time 
comes. 

We have a fine group of witnesses with us this morning and 
we're going to benefit very much from their testimony. So let me 
now yield to Senator Bond and then to Chairman Proxmire. 
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OPENING REMARKS OF SENATOR BOND 

Senator Bond. Thank you, Mr. Chairman. 

I just want to welcome Mr. Ruder and say that we are very 
pleased, as Chairman Riegle has indicated, that we will have a 
very good discussion today of the complex legislation that we are 
considering. We thank you for your efforts and we look forward to 
hearing your testimony. 

Senator Riegle. Thank you. Senator Bond. 

Senator Proxmire. 

OPENING REMARKS OF SENATOR PROXMIRE 

Senator Proxmire. Thank you, Mr. Chairman. 

I certainly want to second what you said about Mr. Ruder's fine 
start. At a time when we have real problems of course in our secu- 
rities markets, I think he's given us leadership and confidence. 

I have had a chance to look over the statements by the witnesses 
this morning and Tm very impressed. I think they are excellent 
statements. They are on an issue which is of the greatest impor- 
tance to the country — the integrity of our capital markets from in- 
sider trading is certainly challenging and they are coming at a 
time when the markets are erratic and volatile and I agree with 
the Chairman that not only do we need the kind of leadership you 
are giving on the administrative front, but I think that Congress 
has a job in this particular area where we should proceed and pro- 
ceed vigorously. 

Mr. Chairman, I want to commend you on the hearing and I 
want to commend the witnesses on their fine statements. 

Senator Riegle. Thank you. Chairman Proxmire. I have found 
over the years when Chairman Proxmire decides that something is 
important and needs to be done, the chances of it happening are 
much greater. So Fm delighted that we share that view on the 
need to get this law clarified and tightened and I think it will help 
us put a stop to some of the abuse that we have seen and clearly 
that is its striving purpose, so that people that want to stay within 
the law can do so clearly knowing what the law is, and those that 
break the law that we can find them and bring them to justice and 
to punish them appropriately. 

Senators Sasser and Sanford have statements for the record, so 
without objection, we will insert their remarks at this point. 

OPENING STATEMENT OF SENATOR JIM SASSER 

Senator Sasser. Mr. Chairman, I am pleased that the subcommit- 
tee is continuing its progress towards legislating a definition of in- 
sider trading. The witnesses you have assembled today, particular- 
ly the SEC, have made many important comments that will help us 
in our efforts. 

Mr. Chairman, I am concerned about the progress of the SEC's 
insider trading enforcement effort. I am interested in finding out to 
what extent tne cloud over the law in this area has affected, if at 
all, the SEC. I think that is important to get the insider trading 
controversy, that has developed on Wall Street over the past 2 
years, behind us as soon as possible. If enacting your legislation 
will help, we should do that soon. 



Digitized by 



Google 



We need to b^n to restore the perception of our stock market 
among the general public as a fair place to invest for the long 
term. I think too many people look at it now as a place where in- 
siders have an advantage, and as a place to get rich quick by specu- 
lation or market manipulation. I understand that Hollywood, with 
a movie called "Wall Street," may be furthering that impression. 

Mr. Chairman, I again compliment you and Senator D'Amato on 
your effort. Thank you. 

OPENING STATEMENT OF SENATOR TERRY SANFORD 

Senator Sanford. Mr. Chairman, I commend you for your fine 
leadership on the many issues this committee is considering, in- 
cluding the important topic of this morning's hearing— how to 
define insider trading. I praise your efforts in assembling before us 
the key policy, financial, and legal representatives to guide us in 
our work to clarify and define the law on insider trading. 

We are fortunate to have the testimony today of a diverse and 
knowledgeable panel of witnesses. David Ruder, Chairman of the 
Securities and Exchange Commission, has appeared before us on 
numerous occasions and I would like to thank him for his coopera- 
tion and for the contributions he has made to the efforts to come 
up with a workable definition of insider trading. 

I would also like to extend a special welcome to James Cox, pro- 
fessor of law at Duke Law School. As a former president of Duke 
University, I am delighted to hear him speak to us this morning. 
Professor Cox is especially well qualified to testify on insider trad- 
ing as he is a specialist in corporate and securities law and author 
of a book on the use of financial information and the regulation of 
public corporations. 

Clearly, insider trading is an abuse of the financial system that 
needs to be dealt with once and for all, not only for the sake of the 
securities industry but for the sake of restoring public confidence 
in the integrity of the financial markets. Yet, despite all the com- 
pelling reasons why we need reform and increased regulation, it is 
a problem that has no easy quick fixes. We have seen that the diffi- 
culty of arriving at a definition, is in large measure an obstacle to 
finding mechansims of addressing it. The Pitt Commission took 
great strikes in this regard and I appreciate their work in further- 
ing the progress of this subcommittee. I am encouraged by the ef- 
forts of Senators Riegle and D'Amato to cope with the broad scope 
of insider trading with S. 1380, the Insider TVading Proscriptions 
Act of 1987. This bill was the culmination of the work of a group of 
prominent securities lawyers at the request of this subcommittee. 
In response, the SEC drafted a "compromise bill" in the form of a 
letter to the subcommittee. I look forward to hearing from today's 
witnesses on the strengths and weaknesses of the two versions of 
the bill under discussion. Thank you. 

Senator Riegle. With that. Chairman Ruder, we would be 
pleased to hear from you now. 

[Copy of proposed bill S. 1380 follows:] 



Digitized by 



Google 



100th congress 

1st Session 



S. 1380 



To amend the Securities Exchange Act of 1934 to prohibit certain trading or 
communications by those who possess material, nonpublic information. 



m THE SENATE OF THE UNITED STATES 

June 17, 1987 
Mr. RiBOLB (for himself and Mr. D'Amato) introduced the following bill; which 
was read twice and referred to the Committee on Banking, Housing, and 
Urban Affairs 



A BILL 

To amend the Securities Exchange Act of 1934 to prohibit 
certain trading or communications by those who possess 
material, nonpublic information. 

1 Be it enacted by the SencUe and House of Representor- 

2 tives of the United States of America in Congress assembled, 

3 SECTION 1. SHORT TITLE. 

4 This Act may be cited as the "Insider Trading Proscrip- 

5 tions Act of 1987". 

6 SEC. 2. INSIDER TRADING PROSCRIPTIONS. 

7 Chapter 78 of title 15, United States Code, is amended, 

8 by adding at the end of section 78p the following: 
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1 "§16A. 

2 "(a) Findings.— 

3 "(1) The fairness, honesty, and integrity of the 

4 Nation's securities markets are impaired when corpo- 

5 rate insiders and other persons who obtain material, 

6 nonpublic information relating to a particular security 

7 or group of securities (or the market for such security 

8 or group of securities) wrongfully use that information, 

9 or wrongfully communicate that information to others 

10 who misuse it, in connection with the purchase or sale 

11 of any security. 

12 ''(2) Effective prohibitions against trading by per- 

13 sons who wrongfully use material, nonpublic informa- 

14 tion, and wrongfully conununicate that information to 

15 others who misuse it, are necessary to preserve the in- 

16 tegrity of our markets and their ability to serve impbr- 

17 taut national and international economic functions, in- 

18 eluding capital formation. 

19 ''(3) There is an important public interest in the 

20 prompt, unfettered flow to the securities markets of 

21 information. 

22 ''(4) The specific delineation of what constitutes 

23 the wrongful use or wrongful communication of materi- 

24 al, nonpublic information provided herein is necessary 

25 to promote greater clarity in the law. 
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3 

1 "(b) Pbohibition Against the Use op Matebial, 

2 Nonpublic iNPOMfATiON. — 

3 "(1) It shall be unlawful for any person, directly 

4 or indirectly, to use material, nonpublic information to 

5 purchase or sell any security, by the use of any means 

6 or instrumentalities of interstate commerce, or of the 

7 mails, or of any facilities of any national securities ex- 

8 change, or of any automated quotations system main- 

9 tained for the trading of securities, if such person 

10 knows or is reckless in not knowing that such informa- 

11 tion has been obtained wrongfully, or if the purchase or 

12 sale of such security would constitute a wrongful use of 

13 such information. For the purposes of this section, in- 

14 formation shall have been used or obtained wrongfully 

15 only if it has been obtained by, or its use would consti- 

16 tute, directly or indirectly, theft, conversion, misappro- 

17 priation or a breach of any fiduciary, contractual, em- 

18 ployment, personal or other relationship of trust and 

19 confidence. 

20 "(2) For purposes of subsection (bKl), any person 

21 who purchases or sells a security while in possession of 

22 material, nonpubhc information relating to that security 

23 (or the market therefor) shall be presumed to have 

24 used that information in connection with such purchase 

25 or sale. Notwithstanding the foregoing, in the case of a 
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4 

1 person other than a natural person, the presumption 

2 that such material, nonpublic information in that per- 

3 son's possession was used in connection with transac- 

4 tions in that security shall be overcome if such person 

5 sustains the burden of proving that — 

6 ''(A) the purchase or sale of the security was 

7 not influenced by such material, nonpublic infor- 

8 mation; and 

9 "(B) the individual effecting the purchase or 

10 sale, or causing others to purchase or sell, on 

11 behalf of such person, did not know the material, 

12 nonpublic information. 

13 In determining whether any person other than a natu- 

14 ral person has sustained its burden of proof imder this 

15 subsection, it shall be relevant whether, and to what 

16 extent, such person has implemented and maintained 

17 reasonable policies and procedures to prevent violations 

18 of this section by the individuals making or influencing 

19 investment decisions on its behalf. 

20 *'(c) Pbohibitions Against the Wbongful Com- 

21 MUNICATION OP CeBTAIN MaTBBIAL, NONPUBLIC InPOB- 

22 MATION. — 

23 ''(1) It shall be unlawful for any person, directly 

24 or indirectly, wrongfully to communicate material, non- 
25 public information to another person who, directly or 

8 1180 IS 
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1 indirectly, purchases or sells any security that is direct- 

2 ly or indirectly the subject of the communication, while 

3 in possession of such information, if the person making 

4 the communication knows (or is reckless in not know- 

5 ing) that such information would be used for a pur- 

6 chase or sale of a security that would violate subsec- 

7 tion (b) of this section. 

8 ''(2) It shall be unlawful for any person planning 

9 an acquisition or disposition of an issuer, a material 

10 block of the issuer's securities or its assets, or any 

11 person acting on behalf of such a person (herein the 

12 'transacting person'), for the purpose of influencing or 

13 encouraging the purchase or sale of the securities of 

14 such issuer, to communicate, directly or indirectly, ma- 

15 terial, nonpublic information concerning such plans to 

16 any other person who thereafter purchases or sells the 

17 affected securities, unless such other person is acting 

18 on behalf of or as part of a group with the transacting 

19 person (within the meaning of section 13(dK3) of this 

20 title) or the communication of such information has 

21 been made in the course of a good faith solicitation of 

22 such other person to act on behalf of or as part of a 

23 group with the transacting person (within the meaning 

24 of section 13(d)(3) of this title) or the securities are ac- 
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6 

1 quired directly &om or sold directly to the transacting 

2 person. 

3 "(d) Dbbivativb Liability. — No person shall be 

4 liable under this section solely by reason of the fact that such 

5 person controls or employes a person who has violated this 

6 section, if such controlling person or employer neither partici- 

7 pated in, nor directly or indirectly induced the acts constitut- 

8 ing the violation of this section. 

9 "(e) Commission EuLBiiAKiNO and Obdbbs. — The 

10 Commission may, by rules consistent with the provisions of 

11 this section, implement the provisions of this section. The 

12 Commission, by rules, or by order, may exempt any person, 

13 security or transaction, or any class or classes of persons, 

14 securities or transactions, &om any provision or provisions of 

15 this section, if and to the extent that such exemption is con- 

16 sistent with the provisions of this section. 

17 "(f) Pbivatb Rights op Action. — Any person who is 

18 injured by a violation of this section in connection with the 

19 purchase or sale of any security may recover any damages 

20 sustained by reason of such violation. For the purpose of this 

21 section, a person shall be deemed to have been injured by a 

22 violation of this section if such person has purchased or sold 

23 the affected securities contemporaneously with the transac- 

24 tions in such securities that form the basis of the violation of 

25 paragraph (b) or (c) of this section. No person shall be liable 
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1 in damages in any action under this subsection for an amount 

2 in excess of such person's actual profit obtained or loss avoid- 

3 ed. Any damages imposed against any person imder this sub- 

4 section shall be diminished by (and, where available, recov- 

5 ered from) the amoimts, if any, that such person may be re- 

6 quired to disgorge, pursuant to a court order obtained at the 

7 instance of the Commission, in a proceeding brought under 

8 section 21(d) of this title relating to the same transaction or 

9 transactions. Any person who violates subsection (c) of this 

10 section shall be liable, jointly and severally, to the same 

11 extent as any persons who obtained profits or avoided losses 

12 as a result of such violations of subsection (c). The period of 

13 limitations for the commencement of any action imder this 

14 subsection shall be the same as that provided in section 

15 21(d)(2)CD) of this title (the Insider Trading Sanctions Act). 

16 *'(g) Exclusivity. — This section shall provide the ex- 

17 elusive standards by which the wrongful use or wrongful 

18 communication of material, nonpublic information in connec- 

19 tion with the purchase or sale of a security shall be ad- 

20 dressed. This section shall not, however, affect other prohibi- 

21 tions or requirements of law based, in whole or in part, on 

22 conduct other than such wrongful use or wrongful communi- 

23 cation of material, nonpublic information.''. 
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1 SEC. 3. EFFECnVE DATE. 

2 This Act shall take effect immediately upon enactment 

3 of this Act. 
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STATEMENT OF DAVID S. RUDER, CHAIRMAN, SECURITIES AND 
EXCHANGE COMMISSION 

Mr. Ruder. Chairman Riegle and members of the subcommittee: 
I am particularly pleased to be here today to testify concerning the 
Commission's revised proposal to define and prohibit insider trad- 
ing. I ask that my written statement previously submitted to the 
subcommittee be included in the hearing record. 

Senator Riegle. It will be done. 

Mr. Ruder. At the outset, I would like to commend the subcom- 
mittee for its important leadership in working toward legislation to 
define and prohibit insider trading. Additionally, let me note my 
concurrence with those who continue to support a statutory defini- 
tion even after the Supreme Court's decision in United States v. 
Carpenter. The Court's decision in that case was an important vic- 
tory for the Grovernment and for the Commission since it leaves 
standing the 2nd Circuit's affirmance of the misappropriation 
theory. Nevertheless, the Commission continues to support insider 
trading legislation in order to promote clarity and certainty in the 
law. 

Prior to my becoming Chairman of the Securities and Exchange 
Commission, Chairman Riegle asked Harvey Pitt to form an ad hoc 
committee to draft insider trading legislation. The work of this ad 
hoc committee resulted in proposed legislation introduced by Chair- 
man Riegle and Senator D'Amato previously referred to, S. 1380, 
introduced in June of this year. 

At the subcommittee's request, the Commission submitted its 
own proposal for a statutory definition in early August. One of my 
first tasks when I became Chairman was to work through the Com- 
mission's staff with members of the ad hoc committee to produce a 
reconciliation draft between the draft submitted by the Commis- 
sion in August and S. 1380, which could then be submitted to the 
subcommittee. 

As a result of these efforts, the Commission has submitted a re- 
vised legislative proposal to the subcommittee on November 18. 
The Commission's proposal differs in only one significant respect 
from the reconciliation draft submitted by members of the ad hoc 
committee. 

The Commission's support for its proposal depends in part upon 
the development of proposed legislative history which will amplify 
and describe certain provisions contained in its proposal. The Com- 
mission hopes shortly to submit that proposed legislative history to 
the subcommittee for its consideration. 

I should note as important that the Commission's proposal has 
been formally adopted by the Securities and Exchange Commission, 
the agency charged with administration of the Nation's securities 
laws, and therefore represents the policy of that agency. 

The Commission's written testimony sets forth at some length 
the provisions in the Commission's proposal. Let me highlight just 
a few of them. 

THEFT OF INFORMATION 

First, it utilizes a wrongfulness approach in the general trading 
prohibition that reaches the theft of information and the use of 
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confidential information. It includes the terms ''misappropriation 
and conversion," which are soundly based upon breach of duty 
theory. No violation will exist under our proposal unless the person 
knows or recklessly disregards that the information has been ob- 
tained wrongfully or that the purchase or sale would constitute a 
wrongful use. 

Second, the Commission's proposal prohibits trading while in pos- 
session of material nonpublic information. The Commission rejects 
requiring the use of such information for trading since the use test 
makes enforcement extremely difficult. The possession test, which 
we advocate, is not harsh in view of the knowing or reckless disre- 
gard standard which appears in the general provision. 

Third, the proposal contains a general tipping prohibition that 
expressly imposes liability based upon reasonably foreseeable trad- 
ing. 

Fourth, the proposal creates private rights of action for contem- 
poraneous traders and additionally for other persons who can 
prove that they have been injured in their securities transactions 
by the insider trading violation. 

Fifth, although the proposal does not contain an express exemp- 
tion for communications made by or to analysts, it offers substan- 
tial protection for good faith communications. The Commission rec- 
ognizes that an insider trading bill may interfere with the impor- 
tant analyst function of disseminating information to the market. 
To ensure that the analyst function is not impaired by the pro- 
posed legislation, the Commission's proposal contains both a wrong- 
fulness concept and a foreseeability provision in the general tip- 
ping prohibition. An analyst must know that information has been 
communicated to him in a breach of duty, or the analyst must him- 
self violate his duty in communicating the information. 

The proposal contains a provision pursuant to which the Com- 
mission would have authority to exempt certain persons from the 
provisions of the bill. This provision is of particular importance to 
the Commission which anticipates, for example, that it will use the 
exemptive authority to exempt certain communications to and by 
market analysts that are consistent with the purposes of the act. 

POSSESSION OF CONFIDENTIAL INFORMATION 

Finally, as I noted earlier, there is only one substantive area in 
which the Commission differs from the ad hoc committee. That 
area concerns communications relating to a person's own plans to 
acquire an issuer. The Commission's proposed legislation would 
continue existing law by generally codifying Commission rule 14e- 
3, a rule that makes it unlawful to trade while in possession of ma- 
terial nonpublic information relating to a tender offer. This provi- 
sion does not depend upon wrongful conduct. By contrast, the ad 
hoc committee would extend the nonfault provisions to any acquisi- 
tion or disposition of an issuer or a material portion of the issuer's 
securities or assets. 

The Commission believes that Congress should endorse the ap- 
proach of rule 14e-3. Experience has shown that trading and the 
potential for trading while in possession of confidential information 
relating to tender offers can result in significant market disruption 
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and abusive practices. However, the Commission does not believe 
that there has been a demonstration that similar express prohibi- 
tions are necessary for other types of transactions. In most cases 
that will arise involving transactions other than tender offers, the 
persons obtaining material nonpublic information will owe duties 
of confidentiality; and, thus, their trading or tipping would be pro- 
hibited by the general trading and tipping proscriptions in the 
Commission's proposal, and a nonfault provision is not necessary in 
that r^uxl. 

Mr. Chairman, the task which you and this subcommittee have 
undertaken is an important and challenging one, and I look for- 
ward to continuing to work with this subcommittee in its efforts to 
develop insider trading legislation. 

If I may, Mr. Chairman, I would like to respond to your question 
r^arding Commission resources. 

Senator Riegle. Please do. 

Mr. Ruder. Between 1980 and 1987, the securities markets expe- 
rienced phenomenal growth. For example, trading volume on U.S. 
securities markets during that period more than quadrupled. 
During that same period, registered brokers increased from 6,750 to 
13,000. The number of investment advisers increased from 4,580 to 
13,000. The number of investment companies increased from 1,461 
to 3,300. And the number of initial public offerings increased from 
710 to 2,220. 

Additionally, during that period, the enforcement efforts of the 
Commission have increased markedly. 

Nevertheless, during these same years, from 1980 to 1987, the 
Commission's personnel resources shrank by 111 staff years, from 
2,041 to 1,930. At present, in addition to the Commission's ongoing 
regulatory responsibilities, it is engaged in a series of major initia- 
tives relating to strengthening the integrity of our capital markets. 
Those include not only the insider trading and other enforcement 
efforts, but also internationalization of the securities markets, and 
analysis of the causes and implications of the October market 
break. 

President Reagan has recommended a fiscal year 1988 Commis- 
sion budget of $145 million, a significant increase over the Commis- 
sion's $114.5 million 1987 appropriation. Both the Senate and the 
House have passed appropriations approximating $142 million. An 
appropriation in this range, while still not ideal, would permit the 
Commission to keep pace with the increasing scope of its responsi- 
bilities. It would also continue the Commission's status as a Gov- 
ernment profit center, since $142 million of spending would only 
absorb approximately y2 of the fee revenues generatea by the Com- 
mission. 

I am, however, deeply concerned that as a result of the ongoing 
budget negotiations, the Commission's 1988 appropriation may be 
significantly less than the President's request — funding which 
would result in a level of Commission activity, as we understand 
mandatory expenditures which we must make, at or below 1987 
levels. ThSs level would be extremely unfortunate in light of the 
dramatic growth of our responsibilities. 

For these reasons, I urge that the 1988 budget legislation appro- 
priate at least $142 million for the Commission and that the Com- 
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mission be authorized to reprogram certain funds appropriated for 
certain purposes to other pressing agency obligations. 

Chairman Riegle, I appreciate the opportunity to address these 
budget considerations. I recognize that my suggestions in this 
regard represent somewhat of a deviation from my predecessor's, 
but I would tell you that I came to the Commission and found a 
Commission which is well-staffed and able to meet its regulatory 
duties. The problem is that we have now reached the limit of our 
ability to deal with the expanded securities markets and the mat- 
ters which are before us, and it is essential that we be able to 
expand our resources in order to meet our new responsibilities. 

Thank you. 

[The complete prepared statement of David S. Ruder follows:] 
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Senator Riegle. Chairman Ruder, let me just say, in response to 
your last point, that we hear you loud and clear and I think your 
argument is a very compelling one. Certainly everything we've 
seen would indicate that we do not want to be short-handed in this 
area at a time of extraordinary requirements — reconstructing the 
events of October 19 and 20 and the recommendations that 
you have to be in a position to make with respect to the tre- 
mendous changes now taking place such as, internationalization, 
and the growth in volume and complexity that we've seen in the 
securities markets. 

I will prepare a letter today from the subcommittee and mem- 
bers of the full committee to the appropriate parties indicating 
some sense of urgency about the critical needs of the SEC at this 
time. 

I think investor confidence and psychology and the safety and 
soundness of the markets are very much related to our ability to do 
this job properly. So I will draft such a letter and I hope my col- 
leagues will join me in signing it. It's not as if you're asking for 
money that you're not earning. You're earning the money fully 
and, as a matter of fact, you're returning extra money to the Treas- 
ury. 

So it's obvious to me, given the fact that you're self-financing as 
well as the fact that you face these extraordinary needs, that we 
ought to be helping you. And I intend to do all I can, hopefully 
with my colleagues, to do exactly that. 

Mr. Ruder. Thank you very much. 

Senator Riegle. Before I begin my questioning. Senator Hecht, 
you've come in. Do you have a comment at this point? 

Senator Hecht. No. Thank you very much. 

Senator Riegle. In today's newspapers. Chairman Ruder, it's re- 
ported that the Government's presentencing memorandum said 
that the former arbitrageur, Ivan Boesky, has given investigators 
"a window on the rampant criminal conduct" that has "permeated 
the securities industry" and that he has "revealed that criminal 
conduct is at the heart of a substantial amount of market activity 
by established securities professionals." 

I thought that was a very strong statement to make. 

First of all, I want to know if you agree with this Government 
assessment insofar as your own understanding of the situation? 

Mr. Ruder. I agree that there is and always will be a substantial 
amount of insider trading activity. It is a kind of activity which 
usually involves relatively fixed dollar amounts, particularly in the 
tender offer area but also in other areas. It is the ability to meas- 
ure profit which makes insider trading seem like such desirable 
conduct, and I believe that it is important to have whatever weap- 
ons necessary to attack such conduct. And, although the Commission 
does not have criminal powers, it has criminal reference powers, and 
we support criminalization of that activity. 

Senator Riegle. I'm going to ask that this article in today's Wall 
Street Journal be made a part of the record at this point. 

[The article referred to follows:] 
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Boeskiy Disclosed 'Rampant' CrimirwUty 
In Securities Industry, U.S. Memo Says 



By Jamib B. Stbwabt 

staff Reporter nftHK Waix Strkkt Juunnai. 

NEW YORK-Fonoer arUtrager Ivan 
F. Boesky has given Investigators a "win- 
dow on the rampant criminal conduct" 
that has "permeated the securities indus- 
tiy." the government said in a pre-sentenc- 
ing memorandum describing Mr. Boesky's 
cooperation. 

The government said "dozens" of imU- 
vkhials are currently under investigation 
as a result of Mr. Boeslcy's disclosures. 
The c(Mnments are the government's most 
exiiyicit so far about the progress of its 
nHMve investigation <A wrongdoing on 
itaistreet and the value of Mr. Boesky's 
coapfration. 

Mt. Boesky "revealed that criminal 
conduct is at the heari of a substantial 
amount of market activity by established 
leeiirities industry professionals." the gov- 
ernment said. 

Mr. Boesky. who pleaded guilty to one 
felony fM- his role in Waif Street's insider 
trading scandal, is scheduled to be sen- 
tenced this Friday. He faces a maximum 
prison term of five years and a maximum 
fine of $250,000. 

According to the government, the 
crimes disclosed by Mr. Boesky. in addi- 
tloo to insider trading, include manipula- 
tkxi of stock prices, unlawful takeover ac- 
tivity, undercapitalization of broker 



dealers, the filing of false books and rec- 
ords, failure to disctose participation in a 
group controlling more than 5% of the 
stock in a company, and soK»Jled parking 
of stock as an accommodation to others. 
As for paridng. the government said it is 
an Ulegal practice that appears to be 
"deeply rooted in the brokerage industiy." 
Parking occurs whto one Investor buys a 
stock fOr another investor who doesnt 
want to be identified as the owner. 

The government's memorandum re- 
leased by the couri was heavily censored 
so as not to disclose the names of anyiwo- 
pie ImpUcated by Mr. Boesky that haven't 
already been identified by the govern- 
ment. 

Among those known to be under investl- 
gatkm as a result of Mr. Boesky's discto- 
sures are Michael Milken, head of the 
"junk" bond operations of Drexel Bum- 
ham Liamberi Inc.: New York investor 
Carl Icahn: and John Midheren. an arM- 
trager and head of Jamie Securities Inc. 
None has been charged with any wrongdo- 
ing and all three have asserted their inno- 
cence. 

Mr. Boesky's cooperation has led to 
guilty pleas by Martin A. Siegel. the for 
mer Kidder. Peabody & Co. takeover spe- 
cialist, and Boyd L. Jefferies. former 
chairman of Jefferies ft Co. His coopera- 
tkm also has led to numerous criminal 
Gauges against individuals involved in the 



Guinness PLC takeover ieaiidal In BM> 



The govemmeat emphaiiaed dnt it 
knew only about an insider tndiiv acfene 
involving Mr. Boesky and fonner Invcil- 
ment banker Demits B. UvtaM when Ht. 
Boesky surrendered a year afo and ap«d 
to cooperate. The government said tlM 
Mr. Boesky's oooperatfon hu been "a- 
precedented" and that not since the pas- 
sage of the securities laws in the iflsai hM 
the government "learned so much at one 
time about securities law vtolations." 

In its memo, the govenmient dktat ^s^ 
ommend any sentence, but asked U.S. nr 
trict Judge Morris Lasker. who is adwh 
uled to sentence Mr. Boesky on Fifiday. to 
weigh Mr. Boesky's "serious and wld^ 
spread criminal conduct" agahist his "oat- 
standing' cooperation." 

Tlie government memo was released fey 
Judge Lasker in response to modons AM 
by Newsday. a Long Island. N.T.. nenpi- 
per, and American Lawyeicnuicaitne. Ifea 
letter to the judge oppostaig Aroericaa 
Uwyer's motkm for release of the endn 
memo, the government wrote that retoaa- 
ing censored portions of the nk 
provide "Drexel Bumham with 
access to ctosely heM details of the 
ing criminal investigatian," a 

conflrming that Drexel is undte- 

tk». John CarroU. the assistant U^ attar 
ney handltaig the matter, said that "the 
letter speaks for itself." 
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Senator Riegle. Vm just wondering if you can shed any light on 
vrhat is described here as ''rampant criminal activity/' That's an 
awfully strong phrase. 

Mr. Ruder. Well, Qiairman Riegle, as you know, I am not at lib- 
erty to comment on any ongoing investigations, and we still have 
ongoing investigations stemming from the Ivan Boesky matter. So 
what I say is and should be considered as apart from anything to 
do with those investigations. 

HUMAN GREED 

But as I indicated, insider trading is a natural outcome of human 
greed, and it is something which is very hard to detect. Usually our 
enforcement cases in the insider trading area involve circumstan- 
tial evidence. It is the rare case in which we have a confession or 
an indication by others that they have participated in or observed 
insider trading. 

The use of the word "rampant" is one that may be a little strong. 
I believe that most participants in the securities markets essential- 
ly are honest. However, it is those few people who disregard the 
law whom I think must be punished, must be forced to disgoi^e 
their profits, so that we can preserve the integrity of our securities 
markets. 

Senator Riegle. Let me ask you this without getting into specific 
cases — and we've been very careful not to do that here. As a 
matter of fact, when the prosecutor from New York was present 
and seemed to be willing to be forthcoming to some of the ques- 
tions, I chose not to pursue those matters because I didn't want 
there to be any question about us stepping over a line of confiden- 
tiality in pending investigations. 

But can you give us some sense about timing here? These investi- 
gations have been going on a long time and I know they are com- 
plex. 

I'm wondering if you can give us any sense as to when we might 
see that happening? 

Mr. Ruder. Could you give me just one moment to confer with 
my staff as to the amount of information that I may communicate 
to you? 

Senator Riegle. Certainly. 

[Witness conferring with Commission staff.] 

Mr. Ruder. Thank you, sir. It's always pleasing to me when my 
thoughts are confirmed by my staff. [Laughter.] 

What I had intended to say and do say is that we are devoting a 
substantial amount of our Commission resources to complex inves- 
tigative actions stemming from communications that we've had 
from persons who have admitted to their criminal acts. 

INVESTIGATIONS UNDERWAY 

These investigations are underway, and they are being vigorous- 
ly undertaken, and I can assure you that at such time as we have 
completed the investigative process we will be bringing the appro- 
priate enforcement actions and cooperating with the U.S. Attor- 
ney's Office in bringing criminal charges. 
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The delay, if any, is due not to our unwillingness or lack of 
desire, but to the exceedingly complicated nature of some of these 
cases. 

Senator Riegle. I have two related questions. Does that mean 
that we can expect some major cases to come forward here at some 
point? 

Mr. Ruder. Yes, sir. 

Senator Riegle. Are we likely talking in terms of weeks or are 
we talking in terms of months? 

Mr. Ruder. Probably in terms of months rather than weeks. At 
least as I understand it, we are not imminently in the position of 
bringing these cases. 

Senator Riegle. I take it from what you say that there are a 
number of major cases that you are pursuing, that you are develop- 
ing, that you have reason to think will result in criminal prosecu- 
tions and actions; that because they are so complex putting these 
cases together in a form in which they can be prosecuted takes 
more time; that you're moving ahead as fast as you can; and that 
once that work is completed, we will be seeing a number of cases 
brought forward that would be by any definition called mcgor 
cases. Is that a fair summary or not? 

Mr. Ruder. I must qualify my response to the question and I 
must tell you that one of our functions as a Commission is not only 
to investigate and enforce where appropriate cases in which wrong- 
doing exists, but also, as a Commission, to evaluate staff recom- 
mendations regarding cases of this kind. 

Our staff, in due course, will present to the Commission sitting 
in closed meetings extensive factual and legal anal3rsis of the vari- 
ous situations, and one of the responsibilities that we have as a 
Commission is to evaluate these matters and decide whether or not 
it is appropriate to bring these cases. 

Now I have every reason to believe from information given to me 
from the staff that our decisions will be positive in this regard, but 
I can't at this time give you firm assurances that we will be bring- 
ing large numbers or few cases. 

I can tell you that these are extremely important ones and ex- 
tremely complex cases, but I do not want on the other hand to 
seem to predict anything about the nature of these cases nor the 
nature of the parties whom we will be dealing with. 

Senator Riegle. Well, let me pose one other question here. When 
your predecessor appeared before us and was asked on this 
matter — I don't have the committee transcript immediately in 
front of me, although I could get it, but in essence, this is what he 
said — that there were major cases under development, that shoes 
would be dropping— I think that was the phrase used. The sense of 
the timing was that we could expect concrete action this year and 
many of us had that expectation based on those statements. 

We have not seen that happen and I think we need to have some 
sense as to the implications of that. If the implication is, as the 
story in the paper today indicates, that these investigations and 
revelations have led to a much broader number of circumstances 
and that in fact the situation has widened out and there are many 
more individuals or circumstances involved, then that's one kind of 
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explanation as to why the clock seems to be running here without 
any sense as to some conclusions. 

I'm not trying to get into specific cases, but I think we've got to 
have a somewhat better understanding as to why it is that the ear- 
lier expectation that we were given has changed as much as it has. 
Is it because we now have many more investigations underway or 
what has happened here? 

Mr. Ruder. That's an entirely appropriate question, Senator. 
You may remember that we started with Dennis Levine. We went 
to Ivan Boesky. And as I understand it, at the time at which Chair- 
man Shad testified, those were the two main cases. 

Since then, the Commission has successfully brought the Siegel 
matter forward and the Kidder Peabody case which was brought 
forward. There's some question about whether Siegel preceded or 
succeeded Chairman Shad's testimony, but the Kidder Peabody 
case did succeed it. It involved a substantial Insider Trading Sanc- 
tions Act penalt)/^ and was an outgrowth of those cases. 

I may say that we are not necessarily confining ourselves to in- 
sider trading cases in light of the leads that we have had. There 
are many other cases which are not strictly insider trading cases. 
You may remember as well that there was a reference to some 
matters in London which came out of this, in which our coopera- 
tion with the English authorities was helpful. 

I might say one other thing which is of concern to me personally, 
and I have observed this since I've become Chairman of the Com- 
mission. We have every week a closed meeting of the Commission 
to deal with enforcement cases. These meetings sometimes last as 
many as 3, 4 or 5 hours and we deal with numerous matters involv- 
ing insider trading. 

What has struck me has been not only the fact that insider trad- 
ing is a crime and a securities law violation which exists within the 
industry, but the ordinary American citizen apparently is not yet 
willing to recognize his or her responsibility to refrain from insider 
trading. 

FAMILY CONNECTION CASES 

We have been dealing in many cases with what I call the family 
connection cases in which somebody inside a family learns informa- 
tion and transmits that information to other members of the 
family who then go on to trade. 

I regard that conduct as reprehensible — perhaps not as reprehen- 
sible as conduct by a securities professional, but nevertheless, rep- 
rehensible. And I think that if we are going to have securities mar- 
kets which are fair and have securities markets upon which others 
can rely, we need to prevent people in all walks of life from engag- 
ing in this activity. 

So what I'm saying to you is that we are expending resources not 
only with regard to the big cases, but a continuation of other kinds 
of insider trading cases. And as I indicated to you earlier, insider 
trading cases most frequently require so-called circumstantial evi- 
dence rather than direct testimony by people who say, "I did it and 
I gave the information or I received it." Those cases are so fact- 
intensive that they require extensive documentation. I know Fm 
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giving a long answer, but I have one other point to make, and that 
is, the larger the defendant's potential liability, the more complex 
the problem, the more that we can expect strong and vigorous rep- 
resentation on the other side. 

We are opposed by literally hundreds of lawyers in these compli- 
cated cases with numerous motions and complicated legal points, 
and it has the effect both of slowing down our ability to bring these 
cases and the effect of using our resources. We try not to be public 
in the investigatory stage because we think that may be unfair. 

Senator Riegle. Let me just conclude it this way, and then I'm 
going to yield to Senator Bond. I think this story today on page 5 of 
the Wall Street Journal is a msgor story. I think it has a msgor 
impact to people who follow the market system closely and it sug- 
gests a very disturbing situation. 

We can't probe with you here the details of what underlies these 
kinds of very strong assertions in this presentencing letter that has 
been sent to the judge in the Boesky case, but I do think we could 
benefit from additional information. 

I don't want you to have to just try to look for phrases here in 
this public setting with responses off the top of your head. 

I think we need to get a statement from you, a public statement, 
which you can take a few days to devise. I think that would give us 
a better sense of what's going on without compromising the ccuses 
you have underway. For example, are we talking about two or 
three cases? Are we talking about dozens of cases? Are we talking 
about a problem that is spread out in a much broader way into 
new areas of difficulty? Are we talking about something that's 
global in scope? 

I think we need some sense of the scale of this problem and you 
can do that without tipping your hand or getting into cases and it 
relates, frankly, to your request for more resources as well. 

You've said today that you need the budget request that's been 
sought by the administration and I fully agree with that. But part 
of the reason you need it, presumably, relates to the work that is 
going on here. 

So I would ask you within the next day or two to confer with 
your people and see if you can't make a statement providing a 
meaningful response that gives us a clearer sense of the scale and 
the scope of this investigation than what you are able to do in an 
ad hoc fashion today. 

Mr. Ruder. I will be pleased to do that, Senator, and do so within 
the confines of confidentiality and fairness and it will indicate both 
in terms of the numbers and complications and timing where we 
are. 

BUDGET INCREASE NEEDED FOR ENFORCEMENT 

One comment on the resources. We have within the Commission 
transferred resources from the market regulatory, corporate fi- 
nance, and investment management areas to enforcement, and our 
1988 budget had a very large increase also for enforcement. First, 
we are in a very difficult situation at this point with regard to re- 
sources. We have moved resources from those areas — investment 
management particularly, and market regulation — ^where we need 
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to increase resources, but we can't take back those resources which 
we've given to enforcement without jeopardizing our enforcement 
programs. 

So the market matters and the enforcement matters are very 
much intertwined with our 1988 budget, and I will say as well our 
1989 budget, but that's not really here at this point. 

Senator Riegle. Thank you. 

Senator Bond. 

Senator Bond. Mr. Chairman, I commend you for your concern 
over the resources and I hope that you will share with us a copy of 
your letter because I would like to join with you in expressing the 
urgency of providing adequate resources to the enforcement section 
of the SEC. 

Chairman Ruder, it's obviously going to be a very close question 
when we get down to defining how a multiservice firm can or 
cannot trade and you have suggested that the ''in possession" 
rather than ''use" standard is appropriate. 

I'm not sure exactly what you mean in your testimony by sa3dng 
that "reasonable policies are in place." What would you expect to 
see in a Chinese wall and how must a securities firm educate its 
employees to implement such a wall? 

Mr. Ruder. Well, first of all, we're talking about the segregation 
of people, segregation of the people who are making essentially un- 
derwriting decisions and those who are engaged in trading deci- 
sions, both in terms of trading by the firm in their arbitrage activi- 
ty and trading in the sense of giving advice to others. The first 
level of importance for this is to separate those two activities and 
to keep one group of people from communicating with others re- 
garding information in their possession. So in that regard, it is 
simply a sense of physical separation which is important. 

Additionally, there's the concept of a restricted list, a list of secu- 
rities in which transactions may not be made without having the 
approval of persons within the firm. And I think the firms with the 
best programs, have established a procedure within the firm so 
that if a trading decision is to be made on a security on the re- 
stricted list there must be a consultation with the compliance offi- 
cers within that firm to be sure that the Chinese wall has not been 
breached, to be sure that the protections are in place. 

Senator Bond. Are you suggesting that not only is physical sepa- 
ration necessary, but if Fred is in M & A and Harry is on the trad- 
ing side, they can't even have lunch together. Is that fair? 

Mr. Ruder. Well, it may not go that far, but you would certainly 
want to restrict their activities as far as you could and certainly 
you would admonish them not to discuss particular companies 
when they were having lunch or cocktails together. 

Senator Bond. I would just say I appreciate the answer, but this 
is one area where I think the small investor really does question 
whether the S3r8tem is fair when he sees one company may be in- 
volved in it and yet the company also is providing him investment 
advice, and I think that the Chinese wall is a concept that doesn't 
have uniform credibility, and I was interested in your views. 
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THE FINANCIAL ANALYST SITUATION 



Let me move to another subject and that is the financial analyst 
situation. I noticed in your discussion, I think footnote 21, you say 
that you don't think the Commission's proposal would reverse the 
result in the Dirks case and yet you say that routine communica- 
tion from analysts, communications not in the breach of duty, 
would be protected. 

Tm a little bit troubled. I don't know exactly how anal3rsts work, 
but I understand they are continually calling officers of a company 
asking questions and it is quite likely that by asking enough ques- 
tions maybe from several different officers they can come up with 
something that is not public information. 

Obviously, in the Dirks case, some good analysis put him in pos- 
session of some very material information a lot of people didn't 
know. 

What kind of protection are you going to propose for the ana- 
lysts? How can the analysts stay out of the trip and yet ask the 
questions that they need to ask? 

Mr. Ruder. The first answer is specific. With regard to the Dirks 
case, the legislation we have proposed would have protected Dirks 
in that situation. Dirks received information from an employee 
who was communicating the wrongful nature of the corporation's 
conduct and therefore was not under any duty of confidentiality. So 
that Dirks would have been able to receive that information and 
pass it on, at least as we understand it, without having a problem. 

Senator Bond. But only because it was wrongful? 

Mr. Ruder. Only because it was wrongful. 

Second, I think that the legislation clearly would maintain what 
is called the mosaic theory, the mosaic theory being the situation 
in which the analyst has essentially done research and has put a 
bunch of pieces together and calls the company and gets the final 
piece which, when put together with other information, then gives 
the analyst the material piece of information which the analyst 
wants. In that case, the analyst would be protected because the in- 
formation which had been received would either not be material in 
itself— that is, very important— or probably would not have been 
communicated wrongfully from the corporate officer. 

The third answer here really does deal with both the wrongful 
nature of the communication from the corporate officer to the ana- 
lyst and to the mental standards which are contained in our pro- 
posal. We use the phrase "knowing or recklessly disregards." As we 
have used the words "recklesslv disregards," we use them in the 
sense of those cases which deal with warning signals. We do not 
impose upon the analyst by the use of that phrase the obligation to 
make further inquiry to the corporate officer. 

So that if the corporate officer indicates he is making a public 
communication to the analyst, the analyst is entitled to rely upon 
that and to think that the communication will not be wrongful. On 
the other hand, if you have a situation in which the corporate offi- 
cer says to the analyst, "I want to give you a hot piece of inside 
information; it's confidential and don't use it," we don't think that 
the analyst should be able to go out and tell his clients that infor- 
mation and benefit from it. 
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Senator Bond. Well, I would agree with you, but I doubt that the 
situation is always so clear-cut. It seems to me that we don't 
always have a situation in which the officer says, ''That is public 
information" or "This is a hot inside scoop," and I trust that your 
lobulations that you will propound will shed more light on this and 
give some guidance because I think it's very important to know 
how analysts can appropriately acquire information. 

Mr. Ruder. Fd like to add two comments to that, if I may, sir. 

One is that I want to emphasize that the Commission has en- 
forcement discretion, and that the Commission is going to exercise 
that discretion carefully when it deals with analysts. 

We believe it important that the analysts be encouraged to 
obtain information from companies and that the analysts commu- 
nicate that information. 

Second, with regard to private cases which may involve analysts, 
I could expect that courts would have the same kind of concern 
when dealing with factually-intensive matters, such as whether the 
fact is material — that is, very important — or whether the informa- 
tion was public, or whether the information was wrongful, I would 
expect courts and other triers of fact to be aware of another policy 
underlying our securities laws — that the disclosure of information 
in appropriate circumstances to be encouraged. 

FIRMS UABLE FOR ACTIGN OF EMPLOYEES 

Senator Bond. One final question. I want to give you an opportu- 
nity perhaps to comment on some testimony that is going to follow 
yours. I believe in reviewing some of that testimony, there is a con- 
tention that the proposal of the SEC would hold firms too broadly 
liable for the actions of their employees. I believe you have spoken 
publicly on this and would you care to give your views on the re- 
sponsibility of firms for their employees' actions? Again, we may be 
hearing some other comments on that today. 

Mr. Ruder. Well, we have in subsection (bX2) a defense for enti- 
ties, which provides that an entity will not be subject to liability 
when it has put into effect the equivalent of a Chinese wall policy 
and, in addition, no individual involved in making investment deci- 
sions knew of the information or was influenced by it. 

So in one sense, the activities of employees who are collaterally 
causing trades to be made will not cause the firm to be liable. 

Second, we have included a section on what might be called con- 
trolling person liability which is subsection (e), which says, "[N]o 
person shall be liable under this section solely by reason of the fact 
that such person controls or employs a person who has violated 
this section * * *." The intent of that is to indicate that the 
cominon law doctrine of respondeat superior is not directly applica- 
ble in these cases, but we do then have a caveat to that which says 
"if such controlling person or employer did not participate in, 
profit from, or directly or indirectly induce the acts constituting 
the violation of this section." So we have put in here a limited kind 
of defense in that kind of situation. 

Senator Bond. Do you think it's fair with that limited defense to 
hold them responsible in other cases? Do you think this is fair? 
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Mr. Ruder. I believe it's a fair reconciliation of the respondeat 
superior doctrine, which is a doctrine which says the employer is 
automatically going to be responsible for the wrongdoings of the 
employee without more, and the concept that an employer owes 
some responsibility to the public by holding out his employee, and 
we believe that our draft has the appropriate reconciliation of 
those very difficult problems. 

Senator Bond. Thank you, Mr. Qiairman. I see the red light is 
finally working. 

Senator Riegle. Thank you. Senator Bond. I think those were 
very important questions. This really helps us develop this record 
and is very useful to our effort. 

Senator Hecht. 

Senator Hecht. Thank you, Mr. Chairman. 

Good morning, Mr. Chairman. 

Mr. Ruder. Good morning. 

Senator Hecht. Briefly, unfortunately with our time constratbts 
we don't get all parts of these hearings, but from past hearings, 
you are working up a set of recommendations completely independ* 
ent; is that correct, on what can be done about insider trading? 

Mr. Ruder. We have taken S. 1380, and we have worked careful- 
ly with the ad hoc committee under the ^chairmanship of Harvey 
Pitt. We've worked at the staff level to develop a bill which we felt 
came much, much closer to S. 1380, and a bill which could be sup- 
ported by the Securities and Exchange Commission. 

I would like to emphasize that we have gone back and reviewed 
our prior submission to you and have come back to you with a bill 
which is much closer to the original draft but is now also supported 
by the Commission. So I believe that the work of the subcommittee 
and the ad hoc committee has produced a bill which can be 
adopted. 

Senator Hecht. Do you feel legislation is needed at this time? 

MISAPPROPRIATION THEORY 

Mr. Ruder. Yes, I do. I think that the Winans case, although a 
victory for the Government in preserving the misappropriation 
theory in the 2nd Circuit, still leaves us with uncertainty should an 
additional justice be appointed to the Supreme Court, and fitiil. 
leaves us with uncertainty with regard to the law in the circuits 
other than the 2nd Circuit. 

We think the misappropriation theory is an important theory be- 
cause it allows the law to subject persons other than corporate in- 
siders to the insider trading prohibitions. What weVe had is a 
movement of the law away from the traditional corporate fiduciary 
theories as a means of controlling corporate officers and directors 
and insiders as they deal with their shareholders and to a view of 
the insider trading laws as being important for the protection of 
the integrity and soundness of the securities markets. 

We believe that the adoption of the misappropriation theorv 
based, as we believe it should be, soundly upon duty concepts will 
give us the kind of protection for the markets that we need, but 
will also preserve a sense of fairness for the people who are in- 
volved. 
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Senator Hecht. My only concern, in your talking, you sound like 
a Wall Street attorney representing the securities industry. Tm 
just a businessman for 35 years, so Fve been investing. Scandals 
have rocked Wall Street since Wall Street has been there, and I'm 
always concerned that we overreact to a scandal and to headlines 
in the paper. Do you have any fear of that? 

Mr. Ruder. No, I do not. Again, Fd like to emphasize the concept 
that one will be subject to S£uiction under this bill if one has 
breached a duty, a duty of confidentiality which seems to me is a 
soimd proposition. After all, if a Wall Street firm entrusts its em- 
ployees with information or a newspaper entrusts its employees 
with information or a Government entrusts its employees with in- 
formation, those people should not be able to run out in the securi- 
ties markets and make a lot of money through abuse of that trust. 

It seems to me that the businessmen of America ought to like 
the fact that there would be a law out there that imposes the same 
kinds of duties on people in other circumst€mces that are imposed 
upon corporate insiders who have always had those obligations. 

Senator Hecht. So you feel this is one defect that is being taken 
care of then? 

Mr. Ruder. Yes, I think that's the primary defect. 

Senator Hecht. The primary defect right there, which is not ad- 
dressed at this time? 

Mr. Ruder. Well, it is under the Winans decision, under the 2nd 
Circuit misappropriation theory, and I regard that as being a law 
which is good, but which is in a state of uncertainty because of the 
four-to-four decision. 

Senator Hecht. Thank you very much. 

Mr. Ruder. You're welcome. 
' Senator Riegle. Thank you, Senator Hecht. 

Later this morning the Securities Industry Association is going 
to raise a number of concerns with respect to the proposal that's 
been submitted by the Commission and I'd like to get your reaction 
to two or three of these issues. 

First of all, they complain that the liability for multiservice secu- 
rities firms is too tough. What is your reaction to that? 

Mr. Ruder. Well, that may be a twofold question. Again, as I've 
iivUcated, we have put into our provision a defense for these activi- 
ties for multiservice firms. That is the defense which says that if 
you have reasonable policies including a Chinese wall in effect and 
the person engaging in the activity didn't have and wasn't influ- 
enced by the information, you'll be all right. 

I think that some of the other versions of the bills would lessen 
the importance of the Chinese wall provision, and what we are 
looking for in this bill is not only a protective device but also a pro- 
phylsictic device, a device which will encourage these firms to set 
up these procedures. We say that if you have these procedures set 
up, tliat will be an important ingredient in your defense. 

With regard to the extent of liability, our bill limits private 
damage liability to the amount of contemporaneous trading by the 
particular firm, so that's a limit. And we have an expansive defini- 
tion of liability only with regard to those activities in which there 
can be a showing of cause, that the insider trading activities actu- 
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ally caused other kinds of damages. I don't think that's an astound- 
ing or revolutionary concept in our law. 

All of these"antifraud laws are tort related — civil liability tort re- 
lated laws — and they provide in that context — in the context of this 
liability provision — the same kind of requirement to show causal 
connections. I think therefore that there are protective clauses. 

Senator Riegle. Now you're also going to hear from the industry 
that they think that the proposal chills what they consider the le- 
gitimate role of analysts in the free flow of information into the 
markets. What would be your reaction to that complaint? 

Mr. Ruder. Well, I gave a quite extended answer to that to Sena- 
tor Bond, and I would reiterate those points. I think the concept of 
wrongfulness which we have inserted into the communications sec- 
tion is a very important defense. I think we have clearly had the 
mental state provisions require knowing or reckless conduct disre- 
gard, and I would reiterate that we would, if this legislation were 
adopted, look very closely at the protection for analysts and may 
want to engage in rule-making to provide safe harbors. Therefore, 
we think it's very important that an exemptive provision be includ- 
ed here. 

I might say that the concern among other members of the Com- 
mission, including the members who did not vote in favor of the 
Commission proposal, was essentially strongly based upon this con- 
cern about communication. And it's for that reason that we think 
that the exemptive rule making power is extremely important to 
us, so that we can deal with these problems as we see them and we 
would consider doing so. 

Senator Riegle. Now the industry is also concerned over the use 
of a possession standard in the SEC proposal. I'd like you to just 
summarize what the current law is in this area and why you think 
the Congress should adopt the standard that you're recommending. 

possession test vs. USE TEST 

Mr. Ruder. The current law I would describe as not clear. We at 
the Commission believe that the law should be a possession test in- 
stead of a use test. There are others that say that the law is and 
should be a use test. 

The distinction we mean to make is this. If an individual has 
inside information and nevertheless trades based upon that infor- 
mation, that individual may want to assert a defense that the 
reason for the trade was not because that person was acting upon 
the inside information but because the person had some other 
motive. I can make up one. Let's assume that the person was going 
through a divorce and needed to have liquid funds to pay off obliga- 
tions and says: 

My reason for selling this stock was solely because I had these other obligations. 
Although I had this information in my possession, I did not use it because I had 
other reasons for selling. 

First of all, we think that's not a good reason. We think that if 
you have that information in your possession, you should either 
seek disclosure of that information or refrain from trading. This is 
a rule which does not absolutely bar trading. It is a rule which in 
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the securities law is called a disclose or abstain rule. So that if you 
can disclose, then you can sell or buy your stock. 

In an enforcement context, if we permit defenses saying, "Well, I 
had the information but I didn't really use it," we would allow de- 
fendants to get on the stand and present these defenses in circimi- 
stances which will make the enforcement of the law very difficult. 

So from both a policy point of view and an enforcement point of 
view, we think that the use test is not the right test and that the 
possession test is the right test. 

Senator Ribgle. Very good. I think that adds a lot to the clarity. 

One more question from me and then we'll go to my colleagues. 

Later this morning you are going to hear from Mr. Bialkin that 
he believes that the term "material" should be defined in any stat- 
ute on insider trading. Our proposals do not include such a defini- 
tion. 

Tm wondering what your explanation would be as to why a defi- 
nition of the term "material" is not necessary. 

Mr. Ruder. I think the lack of a definition reflects the difficulty 
of defmition. The concept of materiality is one which has been in 
the securities law since 1933 and there has not been at the Com- 
mission an attempt to define the word material for any purpose. 

The reason I thmk is a very good one. The concept of materiality 
is, again, a fact-intensive matter. In any resolution of statutes such 
as tfis, which have potential criminal impUcations, which have po- 
tential civil penalties, you need to have a device to give some lati- 
tude to the people who are determining whether criminal or civil 
liability exists. And I think that if you say to an intelligent court 
or an intelligent jury, "Now here are all of the circumstances. You 
decide whether or not under all the circumstances it was materi- 
al.*' You give the people involved a chance to reach conclusions 
which may be more just and more fair. 

Senator Riegle. Very good. I have a couple of other questions 
that Fm going to have you supply answers for the record. 

Senator Bond. 

Senator Bond. Thank you, Mr. Chairman. 

Tm sitting here smiling because Tm reminded by your testimony 
on the subsequent fabrication of reasons for the trade of my very 
first pro bono criminal defense case and I attempted to convince a 
jury that my cUent didn't really realize he had gone off without 
paying for the gasoline until sometime later, and it took the good 
jurors about 20 minutes to find him guilty. And I think that your 
practical appUcation and the description of the difference between 
the possession or use doctrine probably reflects the good common 
sense that most people would find. 

I would only ask one question. You mentioned in one of your an- 
swers to me that in terms of controlling interest, you are in subsec- 
tion 16(aXe) you're saying that no person is liable solely by reason 
of employing or controlling another if such controlling person or 
emi^oyer did not participate in, profit from, or directly or indirect- 
ly induce the act. 

Then down in the footnote, you cite section 20(a) in the Exchange 
Act, which says imless the controlling person acted in good faith 
and did not (Urectly or indirectly induce the acts that constitute 
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the violation or cause of action. Is this 16(aXe) meant to substitute 
for that provision in 20(a)? I don't have the full text. 

Mr. Ruder. No, sir. The introduction to section 16(aXe) sajrs, 
"Except as provided in section 20(a) of this title * * *." So control- 
ling person liability would continue to be applicable if section 20(a) 
standards were met, and it would also be applicable if the excep- 
tion to our negative were found to be the case. So there really are 
two ways. 

Senator Bond. Maybe it's a little clearer when one lays it out 
and reads it, but frankly Tm not totally confused but Tm getting 
pretty close trjdng to relate 16(aXe) and 20(a). I mean, if the con- 
trolling person did not profit from the act, then does that or does 
that not imply something of good faith? The question is a technical 
drafting question. Do you gain by having those two double nega- 
tives or exemptions in there? Do you gain anything or do you just 
get it more confused? 

Mr. Ruder. Well, we were concerned that if we put a provision 
which essentially says that you will not be liable if you control or 
employ a person, and then put in some other language which said 
that there nevertheless will be some areas in which the controlling 
person could be subject to liability, that we might be seen to be 
denigrating the force of section 20(a). We wanted to preserve sec- 
tion 20(a), so we put in two standards. 

Senator Bond. Which is the better standard, 16(aXe) or the 20(a)? 

Mr. Ruder. Section 20(a) is more difficult to show. The section 
20(a) standard provides a better defense than the latter part of our 
section 16(aXe). They are slightly different, since section 20(a) has a 
good faith requirement in it. 

Senator Bond. Section 16(aXe) is if you get profit from it which 
probably would happen in most circumstances unless the controlled 
person were not trading for his own benefit. 

Mr. Ruder. Well, that's the problem. Really if you want to look 
through what's happening, if you have a brokerage firm employee 
or a corporate employee trading for his or her own benefit, the 
question has been, well, does that automatically mean that because 
that person is employed by the institution or the corporation that 
the corporation or institution is liable? And I think we've made it 
pretty clear that that's not going to be the case. The mere employ- 
ment will not subject the institution to liability. 

If, on the other hand, the institution gets the money, we think 
the institution should be required to give the money back. 

Senator Bond. Then shouldn't you amend 20(a) to have the same 
standard? 

Mr. Ruder. No. 

Senator Bond. If it's a better standard, why don't you use it in 
both places? 

Mr. Ruder. Because section 2(Ka) is a slightly different provision. 
Again as I said, it was an indication on our part that we did not 
want to give the impression that we were abandoning section 20(a). 
We really have two ways here which are slightly different. One 
with the good faith defense in it; and one with these elements in it. 

Senator Bond. If I were advising a client, I would be kind of 
hard-pressed to figure out which way to go. 

Thank you, Mr. Chairman. 
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Senator Riegle. Thank you, Senator Bond. 

Senator Hecht. 

Senator Hecht. Just a couple of observations. Tve had a smile on 
my face. Over the yearsy I think I have seen more money lost on 
insider trading than made on insider trading because it's sdways on 
tips and there's been tremendous amoimts of money lost on these 
tips. 

Just one observation to you, sir. I want to compliment you pub- 
licly. I think you've walked into a tough job at the most trying 
time, have acted in a very responsible way, given a lot of credibility 
to your position, and have been a very, very good control and influ- 
ence on the market. 

Mr. Ruder. Thank you very much. 

Senator Riegle. Thank you, Senator Hecht. 

Thank you. Chairman Ruder. We're pleased to have heard your 
testimony today. 

Mr. Ruder. Thank you very much. 

Senator Riegle. We will now have our next witness, Mr. Edward 
O'Brien, president of the Securities Industry Association. We would 
be pleased to have him come to the table with any associates that 
he has with him. 

I will say as Mr. O'Brien is taking his seat, that we will then 
hear a panel of three other distinguished people and we will move 
on to them just as soon as we can. We are mindful of the time. 

Mr. O'Brien, we would like to hear from you now. We will make 
your full statement a part of the record so any summary that you 
want to give us would be fine. 

STATEAfENT OF EDWARD O'BRIEN, PRESIDENT, SECURITIES IN- 
DUSTRY ASSOCIATION, ACCOMPANIED BY SAM SCOTT MILLER, 
MEMBER, ORRICK, HERRINGTON & SUTCLIFFE AND A MEMBER 
OF THE SPECIAL TRADING PRACTICES COMMITTEE, SECURI- 
TIES INDUSTRY ASSOCIATION 

Mr. O'Brien. Good morning, Mr. Chairman, Senator Bond and 
Senator Hecht. I am Edward I. O'Brien, president of the Securities 
Industry Association. Testifying with me today is Sam Scott Miller, 
a partner in the law firm of Orrick, Herrington and Sutcliffe, and 
a member of SIA's Special Trading Practices Committee. 

SIA set up this committee in late 1986 in order to consider the 
problem, to consider l^islative changes which made sense, and to 
examine the changes in the procedures in the industry itself to 
combat the situation. 

Mr. Miller, as I mentioned, is a member of that committee, and 
he is equipped to comment on many of the technical dimensions of 
the proposed legislation. 

I want to state at the outset that our industry remains absolutely 
opposed to insider trading and I want to state that as emphatically 
as I can. 

MINOR modifications NEEDED ON S. 1380 

As you know, SIA has specifically endorsed S. 1380 with minor 
modifications. We believe this bill sets forth a responsible defini- 
tion of the prohibitions against insider trading. 
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On the other hand, we were concerned about what we saw as 
some drawbacks of the Commission's original proposal. We believe 
that would have resulted in a chilling impact on the flow of infor- 
mation to the securities marketplace. It would also have exposed 
multiservice financial institutions to enormous liability in situa- 
tions where they were not at fault but rather had the misfortune of 
hiring a malfeasant. 

The revised SEC proposal, the so-called compromise, unfortunate- 
ly, exacerbates these concerns. More important, given the Commis- 
sion's clear victory in the Winans* case, we raise the question as to 
whether legislative action is any longer needed. We shall address 
first our specific concerns and then discuss the present need for 
this legislation. 

The SEC proposal, like its predecessor version, S. 1380, recites 
that there is an important public interest in the prompt flow of in- 
formation to the securities markets. The purpose, the SEXI! con- 
tends, is not to interfere with the dissemination of information but 
to punish its wrongful use, and we agree with that wholeheartedly. 

We are concerned, however, that law abiding professionals may 
be hampered in performing desirable market function because they 
may not have been able to determine whether information received 
by them in an altogether legitimate fashion may nonetheless be ob- 
tained or transmitted by others in a manner that would taint its 
publication or use. 

We submit that the means proposed by the SEC to reach its ob- 
jective of punishing those who misuse information would also have 
the effect of chilling desirable dissemination of information. 

Chairman Ruder recognizes the important role that analysts play 
in the publication of information. He suggests that the committee 
should provide clarification of or suggest exemptive relief from the 
provisions of the proposal that relate to analysts. 

The language used in the SEC proposal, however, is difficult to 
qualify in a way that would allow analysts to obtain and pass on 
important information to the marketplace. 

An analyst receives information from many sources and will fre- 
quently not be in a position to know the various motivations of the 
person providing the information. Hence, he cannot know whether 
such information may have been provided in violation of a fiduci- 
ary duty or another relationship. 

The cumulative effect on the communications process of these 
disincentives will be to cut off the flow of vital information to the 
marketplace. We believe this can affect the investment decision 
process for individual investors as well as institutions. 

SIA members, as well as their self-regulatory bodies, have recog- 
nized the importance of rigorous procedures to constrain insider 
trading by employees and, in fact, they have instituted extensive 
procedures to strengthen self-regulation at the firm level. These 
firms should not, however, be liable for violations in which they did 
not participate and they are not realistically within their control. 

Notwithstanding that the firm meets the burden of establishing 
that individuals involved in investment decisions were untainted 
by material nonpublic information, under the SEC proposal, that 
firm must, in addition, prove that it had implemented procedures 
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designed to prevent the individuals making the investment decision 
from possessing the material nonpublic information. 

We prefer the balanced approach of S. 1380 which recognizes 
that possession of information by some individuals should not auto- 
matically contaminate the actions of others. S. 1380 puts the proce- 
dures of a firm in their proper role — germane in determining 
whether it has sustained the burden of showing that investment 
decision makers were unaffected, but not necessarily depositive of 
that issue. 

Now, Mr. Chairman, I will turn to Sam Miller, who will compare 
other aspects of S. 1380 with the SEC proposal as well as discuss 
the need for legislation. 

Mr. Miller. Thank you. I will first take up the possession stand- 
ard. The SEC, like other law enforcement agencies, is concerned 
about the burden of proving violations and that burden would be 
lessened if trading while merely in possession of information was 
deemed culpable behavior. 

POSSESSION STANDARD UNFAIR 

Unfortunately, other objectives are adversely affected by that 
kind of a standard. We believe that the possession standard is 
unfair because it would create a disproportionate risk. We believe 
it's unwise because that would stifie desirable and perfectly proper 
activity and we think it's also unnecessary because, to our knowl- 
edge, the SEC has not been held back in any case by the difficulty 
of establishing that material nonpublic information formed the 
basis for trading. 1 don't think a jury has any more problem with 
insider traders than they did with Senator Bond's client when he 
stole the gasoline. 

The SEJC proposal would attach controlling person liability under 
Section 20(a) of the Exchange Act but exclude respondent superior 
liability if the employer is able to establish that it did not partici- 
pate in, profit from, or induce the violation. 

Congress recognized that it is appropriate to impose liability on a 
firm only when there is a truly meaningful participation by the 
firm in the Insider Trading Sanctions Act of 1984. There, it ex- 
pressly attached the increased penalty to aiders and abetters but 
only to those who communicated material nonpublic information. 

Moreover, the 1984 amendments provided that no person should 
be liable solely by reason of employing another person and that the 
controlling person's liability provision of the Exchange Act is not a 
basis for such penalty. The same concerns that motivated those 
constraints suggest the advisability of parallel provisions in the leg- 
islation under consideration. 

Moreover, the scope of the phrase "participated in" is unclear. 
An individual violating this statute may incidentally use the facili- 
ties of a firm. For example, the wire and order system, or even its 
telephones. Such activity should not be deemed participation under 
the statute. While the employer may receive an incidental benefit, 
for instance, a commission, if the trade is executed through its fa- 
cilities, this also should not cross the threshold of meaningful par- 
ticipation. 
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We further believe that it is inappropriate to find a violation on 
the part of a firm any time an employee is found guilty solely be- 
cause a transaction was executed for the account of the firm or just 
because the employer may unwittingly realize a profit in connec- 
tion with the violation. 

In the absence of any other participation in or inducement by 
the firm, it is draconian to find a violation solely because the trade 
was undertaken for the firm's account or it profited because the vi- 
olator used its services. 

Similarly, a mutual fund or pension account should not be taint- 
ed by its advisers' violation. 

The SEC proposal provides that any person injured by violation 
of the act other than a contemporaneous trader may also bring an 
action to seek recovery of any damages caused by the violation. We 
feel this provision is imprudent. It is one thing to provide damages 
to a contemporaneous purchaser or seller, but quite another to 
open the door to other actions that do not directly relate to the vio- 
lation, especially with no limit as to amount. 

The Commission has relied on the misappropriation theory, as 
Chairman Ruder indicated this morning, in a number of recent 
cases, and uncertainties surroimding this theory were the predomi- 
nant concern leading to the call for new legislation. 

The SIA suggested earlier in the year that if the Supreme Court 
overturned the lower court decision in Winans, it might be desira- 
ble to enact a separate provision to specifically redress this prob- 
lem. Instead, the Supreme Court upheld the lower court decision 
and left the misappropriation theory standing. 

Despite some contrary speculation, we believe the Supreme Court 
has dealt with this problem in a way that eliminates the need for 
legislative redress. Although the Court split four-to-four in uphold- 
ing the misappropriation theory, it took pains to point out that the 
Wall Street Journal, from whom the information was misappropri- 
ated, was not a buyer or seller of the stocks traded in or otherwise 
a market participant. 

Moreover, since the Court unanimously decided that misappro- 
priation was fraud under the mail and wire fraud statutes, it is dif- 
ficult to see how it would reach a different result applying almost 
the same fraud language to a purchaser or seller or market partici- 
pant. 

We infer, as we believe the Court intended us to, that presented 
with the misappropriation involving a purchaser, seller or other 
market participant, it would not have any difficulty finding a viola- 
tion. If any difficulty in applying the misappropriation theory 
should arise, Congress can then repair the gap. In the mecuitime, 
the misappropriation theory is alive and well in the 2nd Circuit 
which is the venue for the vast majority of cases brought under 
this theory and we believe that other circuits will read the Su- 
preme Court decision as we do. 



Digitized by 



Gdfi^ft'^ 



49 

In concluding, SIA believes S. 1380, with minor modification, 
does provide a paradigm for legislation. We also are concerned that 
in its commendable zeal to deter insider trading the SEXD has lost 
sight of an overriding goal of securities regulation, the uninhibited 
dissemination of information concerning companies and their secu- 
rities. 

Finally, given the Commission's impressive victory in Winans, we 
question the need for legislation. 

[The complete prepared statement of Edward I. O'Brien follows:} 



Digitized by 



Google 



50 



3 


>« c ^ ^ 


M^ £ • 


- ? S ?o. 


8 


P> 


4J « ■ V ja] ^ ^ 






e 


^ VJ^ xj A 


• 


o 


^«4J h^ VC>| « 


m^j ti mi •^«4J 


*":! 




•W HI74aj«4l.^j:i*hi 


WVCD Ail X £3 


en 


9TI • 


n tf-a C RJZ uj^ <a n-w 


C *" 


*^Z 


•■ c h-^ s 4 <j^v 3 n 


ab^4J V^iS « u'O'HT* « 


6 ** 


lu 3 4J 


^v^jjiJK g-^ V«« 


o « «j V o o * -^-^ p»cia 


• O 


O O 


-^X — - V-^ £^ «~^T3 


hiEUE^CHMh 3e-*44J 


o>> 


S O 


LTu^^ c^Jwna E 


„-0 T3 hiOM» tflX*-- 


m « 


• *i 


M«Dvt«^^E:r4 P> 


eiu 


U4J C 


o«^ L^EcrdQooe 


UV.^y-FC-*4.wiauti □ 


« d 


e fl-^ 


i< tifX-" '^ 9 1^ a.>u>£-^ 


M-HIUCUIW4 &• iJl' 


E S 


•■ £ 


CJl.-'n «Vr^4J □ n.3r-< 


w ^ m--* *B G v^vf -Di^ 




4J .W C 


O £ -H * JJ Im r-t 


--fl liOiuxaj "Cc 


« a 


n o 


•^bn ■cv^^a<na)-*4 


• U q>]uiU.«44i D-U Q 


*J Dl 


c n-'4 


4J0Cnbi TlVa CHiS 


4^ 


•«4 • 4J 


-r* a4cn f u«ou 


4JUC-HI -d-u q D -1 


h s 


<o « 


g.i^^i^ll^^^'s 


« n 0) C OV » -4 C n C 


c > 


sio e 


iMn u >o ■ijs'UDca 


a^ 


u U u 


O tJa^ -D l4.«i: — 


^-d 


«-w O 


e Mtr^ X 1- b D^ « E ET 


03u0u hiV^EJ-riqu 


D 


> WIIU 


■^Eoba^u^xxc-u 


^« O lit >*^ ^ <^ it m 


U O 


« ki C 


In. t!'^^-*JJJJ.U-r-V 


<H4JXiJiJ:3£Clk ODnE 


JJ 


• •»< 


« h. Tr IH 4 4J3 J± • 


*-• i^j:uiuiU«~^bA«iu» 




«i3 


^-OnnifKa flb>i^3EAtgo 


V ■ 


O <w 


jj a r am ti s4-n^iu 


iac^-^Ti BHiJiiui.-aa^M 


n V 


10 ao 


CiCD CPVC!-Q£C» 


■^O EOlMl-^-HtW »£■£ 


C £ 


« 3 


« o 4^j: c; * t: xj a 


s^ bD£i3bc:ii *^ 


3 « 


hi « 


4J^D .F4^Cfe=l E^* 


evw+cu :>Oj::b 


Q ^ 


CO 


M u - 0-,4^ jC 


043-I *4 V^ >«Ui^u«L.«u 


U U 


o s c 


04 ^'QC Q.^ujj. 


^ [l.«]Q^ -^VX ^DQ 


3 


4J O-W 


ae « 01 E 


• — E & C 


*j^ £^ £C4« nnu 


o- 


hi je 


a k4 c hi >» u 


> 3 X3 V O 


U^'fludafiH luv^ k> 


■e: « 


'^JS 


3 O -1 Uj *I fl £ 


« O 3 BI > -^ 


« h.-.^evvcQC ^B 


I M 


to JJr-t 


■ ^ ■ o ne ij 


£ 7 q > « JJ 


n u^ n^^ -n«*> 




m 'H 


C U U E 


-H j: « 


J3 ^ti^ XHCu^iU 


• e 


N « « 


>, ^ a i; 10 >, !!■ 


■; ^ It ^ E 


3'Elbja V^ n U^D □(diJ D 


N Q 


• 


-^ « [^^ « J3 


■t 4 X O C9 hi 


nntJ.^j^^BD'^-^ i^ca 


o e 


Wis «M 


'HWuU £ ■£ WriO 


V«„iiti^^^k>ViJ>uSiq 


Jb i 


4J O 


aCV *^^^^ ^n^ lu 


O^ c a *h]"<-«^ 




•^ «= ^ 


».^ (i-Ofij * * ^ me 


«[:b OCl'V dDCC79< 


u 


o » 


« L> u>j:ljvc -r* 


VvT^O^o L<vini.^u^a»c 




CH O 


<JJ qj-n^^BW 13 


hi *n^t.pj^O-i:4J^ -HI 


b « 


•H Mr^ 


WJ3 -SfctCJM-i^ 


• X 


»«U 


MO UEnl^ee XJ3C 


Sao ^ >• q^aiJa^^O) 


£ 4J 




>!! u V o .D V. .^ a 


4J 


i|5 . 


• OnW nDI~>C£C 11= 


QbLO^^ClS aA ■■! 


UJS 


x: J3 J ^ ja ^ c 


« t H p.? n^ A »fi Dku.^ 


:»*j 


« p-u « 


hstf ** [:>,«cuE.' 


< M ^"C^ Ji WHA a « 


£-r* 


■UU U 


^AcI-OS OPBD4J 


« C9 ^V >«jur - B b u 


s 


2 - ti " 


«>,u0u.^ec-^a-Hq 


^uflluS* *^ «v< 




c • u ^ 


ehic.-c4j -h^j^jjf: 


-uSi-rt t*«c-^*n^-HOito 


u 


3«*^ a 


Oiosnavc • wi-r- 


«EliJj4nra^qVVD^i--W 




4J 4J 10 M 


>,-HT]nnHEOnUD(!fi 


UA^I .-»T4Ef^hX'luiahi 




i: !i 2 


cu^ar^inp-Hhi-^ubB 


□.-n «i U^ M04XJ1^AB« 




O > O J£ 


<03uj>fc<uD<c:«^ On 


n u 3 3^ o n -^ 4> w c 




lU « 4J hi 


•a c o c^ mjzxiKjiu w, 
CHD^aci04J3iac- 


•<-<S4lOO«'uibQuc+JDa) 


B 


c « c 5 


«a^^j?^uti»^oc^^fU 


S 


D 3-< e 




<M OlOildMlT 


^ CJC MbJh'O b> C Q.^ « 


lU 



H U ■ -^ 
O CC » >HI » 

n C ^ t/ 

CI - » a i- 

o ri vni ^ !: « t' 

a 4 •'-IS 

3 Bi hd c ^ a o 

J O -HI 5 T3 JO 

e « u ^ ->-■ c 



4Lxn| «j a - XI C 

f C <H fu, C .F« 

3 D^ I * 

C E ■ * ■ V'^ 

a Id js u « " 

^ ^ .F4 ^ « c 4 

u « E F4 4 V 

»"■ -^ 3 o. E « 

N^ 4 .rf « « ^ ^ 

nH H «l ^ O 

nki V >itnH i> -a 

■ ^ » 4 * C 

3 h. A b a jj a 
■n o > « -< ^ 

»^ .F* i V O A/ 

fl 4> A' £ -^ 4 

a ^ LT □ -L^ (h C 

jj « H "4 

■t w u C * E 

V 4 4nl £ Xl V 

C D V ff C ■ » 

4 n^ .F* -^ i - 



4 ^44 44 OiGb 
U • 9 

^ 0> U Di« O 

e e-«4 e e u 
a-^ c-i o 

U«i o u u-^ 
o i< -•6 9 

» A«-«4 u e 

4 4J -^ 
« 4J 3 • 

^** m<ojz m 

4 O JS 4J T> 

^ 4* >, -^ 



lu hi e<n u 

O Cb » 9 u 

8 0TI • o 



hit) e-«4 Ai 
o • c 04J e 
o v-^-* m m 

s-SiS^i^ 

4 U X > T> 



C u « Ij kv-EJ 

o « O o ^ 
^ n O XnH lO « 

4 nr+ C 4 4i ^ ^ 

e M L^ e A c 

L'S(libb3Tl4 

an jj o a -F^ Oi 

*H^U— vj^ B 

CDUUCC>0 

^410 t>w4 a«u 



B e 4 u 






O >•• I 



i 5 
E i 



XJ « J£ ^ 
CO U 4 

« O-^H 

T3 -u hi O 

•H bi O 

n 4 O Oi 

« 1 V) 

o. o< o n 

c 
• - e < 



hi a « 
n E 3.C 

- O <0 4J 

O o-i 



U 10 « 
_H C 4 
E U 4J 
4 O u lO 

n 4 e 
1-4 n a 4 

< 

4 • « 
>. «u « 
4J hi .r* M 

n «^-H 
3-^ o g 

T3-< 4J E 
C-»< 3 O 



je-^-o 

•H-O-H 

fh « n 

u C V ■ 

•O JJ M Qlx^ 

3 hi-O " -I 
O « OX « 

s -a n u «4 

■^ O N D 

- n am o, 
ceo o 

O "< hi Tl - 
■H cu e: □< 
JJ "O lA 

4 • « U 

-I n £ n u 

U O .hi V lij 



< a 4 hi £ 

>, oo u ^ 
hi ^ eo o 
*j r> wj r» 
n .u '^ eo 
3 U « a« 



■O . hi^u-O 

VO « 4J -H 

-hi c J3 c 4J n 



□, e o fh o ■» 

3 "T^ eo •>4 eo n 
rt V f>> i3 ro e 

4 .H .H.H 

^ hd O 4 

Dl u . JS . o« 

4 M XJ OT 4 

fe-d >x4 n 
bV b 1^ 4 c 
£ -1 n eo JS O 



V V O « "I 

no f* JS 

4 *^*J »H O 
JS C^ U • hi 

o < i3 a 

l-i"^ U JQ « « 



n n _^ t 



I m > -« hi 
■> ^ t»J3 JS 



n a 
o 



« ^ n .u 

« 3 3 3 

E Oi3 

4 •»< 



e u c 4« 

O -Hi o H « *J 
Qi.-i 4 f T) 



u 4J u £ g « • 

^ "» d E O C 

-^ 4 .m .ml a O 

Ifl ^ X -JrJ 4> O •H 

U D 4^ n hi 4J 

10 U n Oi 4 

O T3 e ^ _ .H 

n c 4 iTf u n 



JS c 

o> *: 









O S >^eo j:^ 



4J *j»H q) 5 
■^•^ 3 *»a 

hi S u 4J E 
3 •»<•»<• 
U « .hi E > 
O S hijQ o 
OT O 4 3 Z 
•'i a M 

o > e 



n 4 o* n 
n ^ e n 
« n -H -H 
hi^-O g 
a o< 4 E 



^ w b P- hi o 

T5 Cu-H 4 

n M o e 

S W U h o 

O > ' v1 M-i 

C Hi «t O m *> 

J< U C " n-.H 

■I a Oi X c 

3 " r^ JJ .H 

C 1 u IP lu 



<-H, ^ „^ I, 

4'0|-> 4i3 

g * —I • 
<u E u n D> 
O « 3 C C 

hi -o o o-»< 

4 O-^ >, O.T3 
O C n 4 4 

•^ B h4 i) hi 4J 



■OCX 

• o_ 

C-r^Tl 

hi W -I 
4 3 

ip 

U O M 



ji-c o o 

j^ t: C m 

C «t V 

□ ^ " 

u Ik IP 

II -a H E 

H zl O If S^ 
O p-i£ c 



h. «.PH ' 

« j: «t 



1 O M U ■» hi 

£ « C 4 O 

J .U JC 4 3 lU 

D u e .hi n 

: e n^^^ 
J o E«h< n E 



— C iS 

4 u «Ji ■•□ ti M 

4 « i: * u -H 
c u ■ "fl j; J5 

CL □ J^ « C w xl 
D D ki tt s .< 

O 

> iH -O 

V V 4 

_ -U 4 

•□ o n C c 

at n E a "* D 

n « A U u 

■H */ UK H 

> 4 ■ O U 9 

^t-* e^-* 3 H 

u > B^ JJ O U 
V-e: Lh 1-1 

m ^ w >% •* aa Di 

£ ^ b H 

H m D O |] h 4 

g V > fh d 

>^ IJ U-H lu Xl 

4 « -^ IhI 

A J3 ^ « n 4 



C U n i-H u u 

C 4 ^ D Q <F+ 
._ # tl - ■ -cr 



e CAiiM 
4 o o ^ 
■»< • E 
E tf e c '^ 

O 4 O ^ *J 

" " O - »-H « 
V M«— C X fl 

& i"i*+ e n 4 

B ■ D4^ n >« U 
■I U -Fi S.w* 

If u > 4 TJ E 

IT 4 ^ ^ £ 3 B 

cx -^ a 

b a D f 3 

U E C 4 -4 or C 

^ — - S ' ^ * 



^T] 4J V ^ O 

b 4 [fjr a o h< 

U 'H b E x^ 3. 
U 4 « 

H ^ U E n ^ ^ 

en u-^ 'F* d o 

b^ It ^ 

4 p.n ■ ~ «h 

^ 3 .F4 K ^ V 

•** ^ E O 5w 

V I- 4 -I +J 
- C ^ 4J tl 

O 4 U 1= IV c 

V ^ O O E ^ 

m L* n (J kr n 

^ O D U 

a V EJ u b 

■ H f H E S 

U] ^ XJ El-da o 



Digitized by 



Google 



51 



Vi u ^ £ c 

K ti a «•»> • 
£ « o> e 

k H • V c-^ 




o o> 

lu e 

■ a 



U J xi ■ 

a a -c c 



> C # Q 3 

h 3^ c ^ ti ■ 

I Otdt r> m i' t 

• I .. .^ .^ g 

C ^ « u-^ n 

D ^ ■ • e a 

c 4 vS-r m 



o 9 ** O c^a ^^ «[? ^ 



4ui 3 » tr ^ « 






.'^^ 


a ^ 4 A u k. 


• ■we 


« w * C 4 
1^ (L 1- l»4 •$ *< 




8'SS 


lu. u a.-t h 


tjTJa * *- 4- 


• « 


^ c ci c a -H ..^ 


o>«^ 


b rt u f u « > 


10 e 


* fl • iJ t> 


^ai 


■ ■ -H > Tl U 


G ** 


£^ V C t 4 


8 «« 

So 3 


JJ U «"» «^ 


_ 9» -Q-^-u 


*^ 4 b V c « c 


Si:? 


^as.isjs 


o 


C O j; x^ -^ M 


<M o>a 


?5S'';ts::' 


g.55 


O « 1 A EL O 


> •- 


V *^^ h rt g i*^ 


SS^ 


^ C k b i CI J3 



4i E T u a o ^ 

iM V > m T^m S K 

4 a.^ C u ■ 



J J^ « M U ^ J^ 

•33 • ^ 



c L, ■ « e n 

■ 1*4= 1*1 WJ S 
ii p *^ "► o-< 
H U <M 10 

c u'u e e 

^ D a -r* m 



.CO M I* b-^ 

•W C « r^ 

^ <M i3 « IJ W Q 



:::« 






o 3 > 



mi 

e cia « 

• ■- OT> 

>.4 >u> c 

rJia fi ■ «> 
■ b d r 

i! tr a *J 

— I c n 



^^5 






^ a d o 

n -♦ a & 

g A tu, • 

& V O >H 

u n e ^ 

^ o i 



e 9 
^ u 

u o 



C -< Oi 

C 01 • 

O « 4J 



^ • ■ • « 

M «i^ .u o 

CO «l » 4J 

^ u o * 
B M c 1^ e « 

^ >if a o *j 






xj « c -4^ * b j; [f 

i8 ^.^^** Id* o-ps 

da >,b 4J p*^ t T^ G -I L* 



o» 3 n 

5^- 






« E C H fi 

V 4 a 1 ri -t 

V nl^ .F* B ■ ^ 

^ g V E ^ d 

■ -^ <t m V- V 

5 • e V ? Q 

2*1 :» 

^ Ct u o b 4ul 
-■ E ■ 

u E ,+ ^ O^ 

* o ■ &e«u 

f u c * o o 



C^ U 3 9-i^i CL 



-i n 

C C +J £ 



a -a ■;-; -W ^ 

o a ■ « o 



va c O » 3 O 
qub-Cl^U 

-r m • K a (H tfd'*o--i 

c>» « StJ o a> 4 b^ n 

<" ^ 4 P rf 4 d -rrf V ^ -H 

t4Md4Hi:3-»EnL^ 4'0«V'-»'fl 
4C i<VE> flE^L«-l4> 

a>Kr 4Aw EiK'Xj ^o 

vfe^A'C^qEp «i « c 
C > DT ^ ^ ^^ > ft U €4^ 

^ J= ^ CQ — B hr^40^.U 

q D ^ E ft S-C • D O 

1-14 EEo*^>-H 4,13 >,i: e 

4^0DjlJ D£^ ri^U-'4 

C6-^« CTfc-«4*J 0>4 

a^4^4j c ECbE ^^ vTChin 
0-^440 ■-' a"a3*j-^ n 

fi^EEa>"4aiE-^oc«S 



ftS ," 

u-^ E o 



^4 ■ tr > 

i;t ihI .^ 4J 
H > O 



d ft d 

a U M 

-* • 2 >. 
4 J £'-• 

> u 4 

'-DC 

4 Cu 4 

Q «« W >. 

^ 5 c n 
9 

ti N -kJ xJ 

■t -1 >, -r 

■ 0< 4 * » 

sc c » □ 

4 a3 3 5 






• ex a -b M 



n n u 

*j *i no 

U-w «iu 

4 u 

T> 3 « 

c c T} • 

O 4 • .4 
U M 
•O << O O '^ * 

• •-• > h e .u 
n u) 4 Qi 9 o 
4 £ u c 
JO • -a u 

£ > C OTJ 

« « S9 

>, -^ n O O 
O "O « jC 
-4 e 5 -4 c n 
a u ia u-«4 



o-^ 

•o « 
•o e 
sic 



g-L 

8 u >.-« h 8 c 

C U O U U-r 

e o o a MX 

4 u jj <M : 

4 H 

e ^'H 3 • c 

O 4 9 O H-" 
• 0>hi o • 

>, u o o ui: I 



rt 4 >-' 

S- u « o 
ft c -+_ 

O ^ ^-H B 
C ^ 14 H V' 

D a H Q a 

-^ E 4 &U ^ 

^ * s M-a 

a 4 • ft ^ ti 

a i ji ^^ 
W >• *f ID 

4 ^ h H 

•a ft 4.U 



F* 4 



^iri.[tft««UO 
■ ^gxj-^ft.U4J 
S|ftCC040 



U 9 
. %t^ 

u .w o e 

m-M o 

&X) M-4 S 

1 9'4 « 

•^ a a .w 4J 
1990 
-« c o e c 
4 o y -4 

o u.^ 4 

c-t o i 



u e >, 

; « O 4.U 
J 4J 6 4 



O .U-^iu 



« U M 

i3 M 4 

9 o • ao> 

Mlu e 4 c 

o o>^ 

>^-'* -o 

i2 Sao 

Jo O ■» Qi 



Digitized by 



Google 



52 





e <o hi E 




^ « h « b 




^ la -o -^ 


** « 


i C 3 _ o 




c 


** 3 O SE 0> 


n "4 


« -^(ocon CO 


n 


o.m** e u e- ■*<£ 


vo 


•H-^bl <UI0bli4S-U 


-^ o 


U « 0) « o o 


e > 


-H^a^otvs -4hi 


U 3rH 


■u<a 3CbiO'Hao 


^.^ 


bineM-'4H^«E'a 
«0'4<oo>3a>Se 
aa M c E o 3 


C-4 c 


9 i3-4 • 


■ OCn«MO^« 


« C 


wo u. Si e 


Cw ►.o 


VO.-HO EO«4JO 




H 4J£*bij:£ -W 


.2 "^ « U 


2s5*'uii3*'*'o'S 


JJ E > <o 


•0 u-H e 


jc M H o>-^ E o a 


-4.^ 4J U 


a ^C<U«»04J4J-H 


n >u u o 


« a-4 £ u u u 


•H M <u 


asl O..U n xjvj V n-r* 


0« 10 c 


£ 4J « n n a4J 


0) «-H 


4J ^ «« £ -^ -H m 


^TJ- 


«U U O O OlrH U O 10 


e <u 


<uOO-4 310 J3Q. 


O-^ u O 


o •i-i>nou4J4J 


j:iu o 


^ 0) k< o o 

o«o)^H£a)cci3 


M c 


4J U O 


a«^ o « 4J 4J c o 


C O O'^ 


O C 3-'« O O O 


■ H C-^ -U 


UCiO-O^CfOt M 


> «o 


n o -o H -H o a c 


C^ 10 u 


^.H>OHa»«o'0 




«.U3-H<OM^0)-Htt 

jC U CP-Oiu U O-H M 6 


•2 3 ■§ C 
n o A 3 


■uo) e n*jjj ton 


>»«i 


n o "4 0) « -H a © 


^jQ-o £em>-H'a 


O *J -^ o 


hi 3 H e -U 10 -r* o 


hi 10 A U 


> o o-ucu-uia 


ajs 10 


4J a M 


o e u n -H la h 


10 ^ o 


«-'4a>3iou (o*j 


C 3 


u n <o j3 ao 


<u O u « 


Q n -u « sw^ u 1 c 
Z'aou'Hoa3 


O-i ■ 


4J C 3 


c c C'H wj^-o 


C lO-l 


«• « <o C O 3'-! 


O hi -< 


^njjx^o-u <m3 


•^ « Id 3 


n « n c H . oi o 


• •O •<" 


^5i5^gS55 


3->4 Oi 0> 


•^ n « e 


!Sgo.5g&^gg 


y e o>o 

S o e u 


-4 o © » 



« ■ a 

i3 4i ^ 

■^ 3 
-^ U 

4J 0> O • 

e 3 n 

tt Ot)-4 

■O K-H » 
•r^A o M 

u 4J j: o 

C «£ 

tt M O 

e .u j: 

« o « c 
> > M j: 
•M o 4J n 

« -H . 

u « n u 

« H n o o 

ki o u >, 

O h « o 

« « -u a 
E h44> E 

4> 0<M O 

h C->4 

o o o 
>.£ n t £ 
o -u o e .u 
^ o o 
a.<u ■o-'<<u 

E -4 4J o 
O on 
e n a4J 

tt O 'H .H u 



O-H-H U O 

-4 g £ 10 j: 

•^ E 4J OiM 
£ O t 
» O . C 
W^ O 
•0 9 3 

« n .u o< o 

4J « •H e -H 

3 ^ .^ > 
4>£>H e « 
(0 u u « j: 
■u 3 <o « « 
n w<u E i3 



e o-^ i3 -^ « 

•w 4J e e « 

<MCce4je •'4 o«n 

io-'4M>HO«u un3 

O -wiMhOAi^iOSiO 

Eo b noDcaui 
o-H-*4hQ.n4J £ mS 

*i *t *J » *t'r4 gni3 
« U>.<0-^3>S-4 T3 
-"-^ iMbCU ►«• 

-•0*4034*^4* 

caMki n<a-H«-H 
flE-^asMc ^<u 

kS-4 COI-h.OO 
.u «u«a Enti 

01 « « M U Q. 

«£ ki >,4J -a O'H E 
£■» oaoi wh^j 

4i ►.'^ - . - 



Se 



<w-^ Q,** 3-^ o<«u 
I O O 9fi ^r^^ C M 

>n ctteec-i«o 



n >< M 4J 

••4 « • 4> 

s » 0<M 

e CO 
o se 

•H c o • » 

4J I0-V4 n e 

i« 4J c c o 

-4 c •■^ o-w 

o -4 fh n *i 

,4 o S M u 

> o -4 ^ o •■ 

« > e a 

£->4 o c 

u s « o o 

3 bi: 4J 4J 

n « a>fh «<a 

j: 3-h o 

S4J lu n u n 

c o o o a« 

•0 Wi OiJ 



x: « 43 4J > t-i 



« o.wt) aE 



DOO-^-uni:io aiu 3 3 
XS3 u> «.uaEoo 
•■ -lu 3 -^ » u 
M cr o I 

LJVVN ***'Zji m ' 

^j3<o •OTjMjjan 

c:o4JEce«« 4> 

on o hiasv-^ 

M h.*4 O O i3 J3 
V >,0 9 *t'a ** u 4Jb 

kJ4JiM>.« nai> o 
3^ O'Hoafsc'u 

w-HTJ-^o* - 

« 3 « a .4 

u o«.u E > > o u c • 

n 3« ei3>,«OJC 

•ou «o e u^ 9 

VCttO -^Qio-HAiAi 
B3MJ3£.u^ •Oflki 
k'0«.U4>U3iuC-4«) 

«u •HioOO-^O'O 

ki n«SnJ3 •^c 

onion en«hi>3 

•'4 y 3 e « DO 
e looMCC mm 

o«cu'4.wo«>. (0 

^4 « O «.U -4 nr^v » 
«04J • (OIOU-^V 

■4-4«4JC£-4 qjtutJ 
oa«nauo»hi 
hEssos -Hfi-H 
> « o<T> u n > .u -o 



s5' 



• f4 n a a« n 
^ e .u « n I 

10 a. B • « « Ji 

•^ 6 o ><«4i: ■* 
^ o-w f o«M -u 

Jo « 3T3 6 • e 

^ SiS o 
4> n o 3 
0-4 > o o 
C •^JS^'OU 
iufh n .u « 10 



n t^*i 

a o S 

~ e 

•4 C U 

a« o 



> js -a .u >« 
h4 .u n e -H 4J 

« 3 (0 <U 'H 

n n o ©^ 

« ^ •O C-M 
« -H « «i3 
■u 0< 3 Ni3 (0 

••-I e 4J •>< -w 
o M^ >,^ 
TJ'H o « e 

« lu « (O OI 

no h c • 
3 « n ^ *4-^ o 
•H s o n c 
u . -^ o o 
o » ** ** e a^ 
*j -4 .w c o B • 
<0 i3 O-^-^ 

^ n « A>4J « 

0*».H u 3 so 
•^ AiXJ o**^ >. 

> « n >-wa o 
h at} **-^^ 

« o>^ « n o> a 
j: « 3 e « .4 8 

4J h U-^ U h 5 



o o 0-'4 g • 
£43 «->4x: §4 
n u ** i o 
n c « u c 

§- •• o< c *> 
B AJ-^-^ • 
u u n^ vr 

■^4-^ on SSI 
«u lu -^ O ** O - 

a>9** « U O.'a 

Of n n « B<» 
•n *j j: m o,m 
S .w jb n b 
o e H u « o 
^ o e X 

t-*4 • 4i JC 

c •£ o 

525?§B 

e • « e »-^ 

O J3 9h4 e<u 



•«4 s» 

~ • i3 -U 
V • « « 

- kl •H 4J 
O > -U 



« 0"»4 

•«4 <M n 

251 

■wis J3 



n 4J > s -H 



u ft 9) owon 
«^ o 
n e u e tt 
• « a o 4J 
10 OT a-'* « 
o> <o w e 

B • -^ 9 6 H 

5 » f '^ U 4J 
'H « A •«4 o w 

JQ -H J3 «u o 

o 4JIU s c a> 

U .-1 O -4 

a u It u 
<o « o <M a 
« a u-^ o M 
j: « c > -H 
4J u « 10 s -a 

-4 £ o 

• n n «^ s 

> 3 JQ J3<u.-4 

25n4i..- 
n u » • n 
i« n JC M «u 
•a > « uiu c 
« j< 5 3 
n e-4 E • 
n-4 u J3 u 
3 4> o -w o 
u o< n~« 
n e jQ c n 

^^ . « OTJ 

•O .u n u ki 

u c -M ^ <o 

O <o o n^ -o 

> .4 0-4 c 

10 e w V £ 10 

£ O « C U 'ki 
£ U 3 n 

« S'4 S 

S <u<u C U 

n -^ o « ••-• • 
"O -tJ « 



O O' 
Qi * 
E-O • 



9 E O 

» wi j: c 

J O H O 



I <u u u 

I O « o 

n«u 

B C n c 

3 O « 

kJ n o S 

o n c 10 

B « C S 

' n 3 



n n n 

sac 



S Wl -H ^ 

bi ^ O -O 

•H ^ -O J< « 

lon-tosuv u 

<U -rt m r-t U m £ 4J 

C U Ciu lOX) 4J 
3 « i-i ••-I n • 

a -u n 'O 9 <u j: 
nnoinoi'-iaio-ki 
•H o J3 u 0) c 
w'jJT) « -c J< S«u 

■O -4 C 4J o 

biJ£hi3CCO'^ 
ion003«J33« 

t) H T3 » q> » O H 
cue -OiS -4 n 

<0 3 *> C »H IM 10 

4jai nio4><o<ui3 
n -u T) £ o 3-w 

««4J >C'O'O<0 
C C J< S •'^ 

oooa)-iJn>«n 

•H -H > n -H « -H £ « 

m4>e3>£'04'S 
n h -H « -H c 
tt O U iJU-^ sc 
navvuu i3o 
m o na >aui a -h 
o u « c -u 

aat} tt u tt on 
n ^ n « £ s-H 6 

^•^ 3-^ a4J i3 4^ u 

t} o s o no 

o e u . o>E«4 

• « 3 Q.O C u C 

4i -U 0<-H 0-4 

•H V 10 . S-O -O «M 

wje'-«'-<tt<acj3 

•^ x>e« uu»-u 3 
MS •wMn<oo un 

* - ■ > O C «u C 0<"4 

« onujCB'HM 
j:<a-wc« -^Aio 

'H4ioaki>3£ 
4J 3 o-^ 3^ a-u 
n o c -wo o o I 
3»nuc >eo> 
1-. nc<ooeoe 

JJ-^ C-r4 



o o « 

.-«M C 
OT C C 



O <M-^ 0» 

u c s c 
o o> c o 

«•'< C 3 hi 

■hi n n > 



<0ECC-'4O -^il 

lU « .H -4 .H 

E O O-^ « U 

u c 4i o u e 



I hi o c 

) 10 

ttTJ n 

S-4 C • 4 

iJ A 3 J< C 



JC >-» 

n « • 

B ^JO. 

4J nT3 3-^ 

£ « tt • OI4J 

0>E •tJ-*4 C O 

•H O « ^ ■« S 

6 n u a^ E 



4i <Of-i « n ■«> 

n u h nfH 

O O O 3 

c n n > a u 
O <*> n ■«4 ••4 

•^•'4 u c «<u 

n 3 n<u 

n tt « 3-^ 

« > j: > -a 

n o 4J o S 

n h e^ s 

aa<hi o c 

o n n n 

o -^ o 

• 4J o> CO 

4J C-M M jC 

•« o-o « « 
j:-^ «<a 4j 4i 
w n « e hi o 
n hi « 3 e 

t>-»4 *< o 

c 6 hi n u n 
n E 3 « 

4i o o n «£ 
nu "4 u 
u 4J n « e 
« • 3 « J3 o 

c .w n 

3 • « n w 

h n «o4 

• o o -u n B 

ex: u 3 



n tt^-o -H 



c u 

■ O M 

n « o hi 

U 4J o 



U O h O 
4> OiO M 

e c sa 



sag-- 



n no 
q G m e 
S.O-H 

O-w^TJ • 

u *t w4 e 

CU U hit) o 

•H u n-^ *i *i 
.H M M-^ n 
~ M hi o ^ 
« o,** o 
• •o 3 n-*4 
x: e nx: > 

H 3 w 



-•Mm 
3 3-^M 
n S « 

1 « I £ 



■hi o>xl « n lO-H 
n B « n 10 -^ ^ 
>'3e-HU3UhiJ3 

• u > n n u S^u .h* 
nf>Hhi«fenn 
32 oiH-O^ « E « 



(0 3 hi £ JJ > 

u 10 .h* n -w 

■w-w^ c ex: 
•»4 u 0-4 m*i 



O hi o o 

•- SCitr ie S 

0-4 e^^Ti E o •»4 f 
.w3i-4T3ntt6n ajS-w 
tu '^c-uen •«4«w 
oo>«^on«o_hMo 
■we^oiauEuss^Oi 

•He e^ e b-^ J^ ^ 
hineoi20.s vsHoi 

OE .u«B-us«tt o 

U VUttO ^£i3'« 
aSeotthU «•■»*■» >.^ 
Qi^ o« n u u ^ *» m 

10 S'H e o « o-O""-" 
M o-'4x:>neo«« 



__:i«x)nxsh4 
V.w|l'qx3 •*4n-nu.w 
■uueBi.«i ^•H>s« 
«««<ax: ^ooie 

£x:ueuoef m o 
jjMOQnwo^nOiM u 

h g ■w -w •,* o 
•o e ■« ■» s^u^ s«M • 
• on «.Hn.Ho.w • 
Mx:<oo eB«x3<^oio 
•H» x:souj3».H^£ 
e ' EH-^ o n ^.^ •** 
o>su n«««i exa* 
O'^-H n3eBo«A<o 
ue<M •oxi-Hon-^ • 
oo ** u n up^ m *i 

u «ua«Uhio m 

Bx:< M n-H • a«4J > 
9u*i ohKHOi eQ<>4 

SOX) U O 64 
*t *i T "^ " — 



•H oxi u 

XI an 3 

n n -u « 

•H o n g 




^■*4 ou n o-M^ oie 
^ u e H n^«o SO e w 

•W>H.HUUM^Ob«« 

X).W<0 •0>^.U,AU 

nun o-o-w o ae u c 
^ aH-u n i a« UM u 



Digitized by 



Google 



53 



• o 
> a 
o o 



2S 



3.9 O « 

K 4J hi 
< SO 



4i C 
C O 



4 O-^ O 
DO U 
<^ C « 



O O O 

^ j: e 4j 

e n -u .4 
o « • « 
ki ki e 9 4J « ' 
lu «-^ o<j: 3 
*j « o> «o 



hi j: o 

10 jj e ■» 



D e o>e 

■ •^ a o 

T3 O — 
<a J3 JJ 



^o-S 
^ c « 



•a » o 

S C ><M 

9 « « c 



9 O***' 

c c-». . 
■o-o < 

C « 4J« 

« o e I 



« Not) 
« ioi3 jc e 

lA wi - 

« St) <« 
n o 10 • e 

■^ *t a>H o e 

X)£ O 

n e n-w .u « 

10 e e a 
c n e-^-^ h 
o-^ o 

-^ -H • e « 
4J 4J n A o n 
« •-• n -tH 01 

B « 4J 4J J3 

<M O « 4J 

• o c a> 



■0 i3 E'O-^ 3 • 



a u -H a a wi 
I • c a n o 
e u « « <M 
o a «iu 
c « E n o 
S o JJ u 
U-^ O hi 

-H . o <" a 
«t3 « .w -a 
■^ « •-■ 4J e 



• occb ««4J «n 
ehi.^MET3-'4.ueie 



, XTK 

E O- 



M JJ -^ JC u xJ 



« c e 
c o 



at) u o 

^ n 10 4J 
o>ie • u 
c c-^ e 10 • 
•w o ■u o a a 
» •»< •»<-^ *» 
t n u 44^ a 



ihi « u « o 



nn-otCbauEaio 

H«J3hiluOUiuxl 

~«M|-I « o w o 

O W C O.U C 10 o 

hi a • -H « -^ J3 j: 

a I u 'oxi *> 

c • h e 4J<u 

t)0&0« OSht 

a c ia«w u A> « 
u a a-^ c>^<a 
cm SM'^O'^e 
• o< -hi ■'I xa -^ -^ -• 
-^hic-^4Ja«x) 



« • a 
u n ^ 
a ■ c 



:-^ 4J a «x) 
_ «uuQ.a-.4 

«-^Eua4Jt}5i 



« c >j: a j: 

2 • C MA u 

a o .u a 
t) J3 -4 n M 
^ ^ e o 
a hi « o .u « 

a-<-*« c o 
4J c o< n-^-M 
« • o -w .u 
£ a^ a« « 
» > -4 a 

« a a a -hi 

■44 £ i3 > hi -H 

o -W B 

c o ^ e 
n o M « o-o 

hl^ 4J«4 « 

« ij n « .u-^ 

4J « ••4 h4 (0 <U 

a e aE-^ 

B w « h4 u «i 

22S52g 

>i: « e j: c et) 

■ jj a .4 **^^^ 



i'S 



^ S -u n a ■» 

« i3 t) a O n « 

8 c »e> cfiu ou 

ot) «-^«t3 M^o a-^ 

•wa UAOTJ O'H 

enu «« na <mjc ua 
ona a>><oa on at) 

4J£ « a 
a-4 ** 
h4i3 a 



■4 asa 



■ UH hi-^ 

4 « a I 



VJ^EC •• a t9 ** V 9^* V 

nSuaaa >io-4a h^iav 
9 9 c •'■* ^ aaoa«n 
•whna2i3a<* uH4Jt) a 
^^^a -^a^wo) asa 

hi j3a>nuiuaieoa^ 
acujctoo a jrotuao 
u o-^jjj: ac^'H^ a atrc 



0-^ « -Hi} « 

n4JSnHH«oc 

.1 -g-i'--- 






s -a >. E « hi a-4 ^ -^ 

^i3h4JhiMaa 4ja)><i'Wa'W 
<ua o<oa nu^HMjCFHChta) 
ioot4iM£<a a ieuh4««io>« 
isjsoe^jio •J5e-Ha«>> 

■UH>^»4 hnia-«4 4Jt3B-«4aH • 

> •o.hic e« 4Jhiea' 

t3n<o-uc oawa o>UQiO>n 

c a£ a « s-^ u c .ut) e a -^-^a 

«uaj< c.ua)ooe->4«uoi«i4>u 

-cAhif>>ioie£-4a«t}«hic«u« 

to m \ N3-U ««-HNa^ 

A' a E a s-'^ ui:nh4 u-«4<Ma 

H^ «x)cn<04je'W'h»hiciu«i 

SijiM'^ «e -HO novaa 

3«0 a OIO.W >-^ H o<u O* JC 

u-u «nhi.*4c ^afieh4«( 



jc<Mx: a 
u o .u > 
o ^ -< 

4> *t S4J 

■ CD y 

» • ©"o 

•^ « a.u 
> j: B 3 

u u n 
a o n 



■ «i e a 

> u 

a-H ex) 



a ■wt) 
V j!i-i a « 

^ u » u 

•w a e wi a 

■wjB • o u 

4> o « u « 

go -U h •-* 
a e a 

« O 0>t} « 4J 

n -u e u u a 

•^ o X 

« o a -w M 

« > e u « s 

u *t -* *t 
*i-^ cia a 

< n O 3£ J3 

e u au 4J 



h4 hii: t) (ks 

a m u Q « -u 

T3 3 6:^ 

a n n E^'O 

u c o a-^ 

o o • o o a 
M^ fi o c cr 



SM* 



4JX) a 




£^^ a « 
9-*si a 
«iiK 4JT}^ -u ^ e 
< a 9 9 n-M o 
^ « n u a h4 n 



■ 4J hi 

'tSa'sic c wacr 
eiu-r^a y« • S ~ " 
-^ o C ••-iS » 



52- . 
^^^o*ig-«o 




S^-S55SXi^^>,s:!«S'o:oga 

a-4> ><«o> '^ 9 » -^ 9 9-^ xi Oftia 
■ ««e ■c^a'-BocsjacA'-wB-j^ 
is aao * oo oo;4-^a5 

eaa i:ue4J£ •n>HutM-<4«s B*^ 
5"5o*3oo.-»aaao*j«'a3a 

•■TtJIs « ^ A u ^ ■ > o h4 « «^ .u a£ 



aaesae .Haaa**.whi -na-^w* 
«-^^ao oa« *t ooua^w-^* 

« « o<a£ ^ e > u oi o^ B u a-*»-^5 
a^ uuao aa oahjacn^js 
Q o«<^ U.4.M at) WI >,« ao o> -tJ 
JL-X-^a9 04J aaujeaaoa-^fi<M 
o>%i &-Sa>.aaa*'--*«**i--o'g 
flu o w a a - ..--^...^-. _. 




t) o> 

e o> e 

pi • _ • s c ^::i 
e h4 « h4 •*< e t) 
^ • a a a >t)-^ a 
T)-^ ahc-ua h4 
a^ O a-^ a »< 9** 
u u Oi<o V J3 4J e 
4ja oah4^ ••-•lu 

«4JhlUO -UtjO 

9 a a-u B y a 
jB ajc « o a h4 « 

*i ^ *» u »j3-'4«M«<a 

a oa4J4JtMhi 
OJ3« hi aasa 
*i eo»aci^-«o 
e a o e jc-^ h4 ^*» u 
•*« e -^9 o a e 

o a «« Bt)«u i a wi 
aa<aaiae 99 

% U 9-* *» 9-M • ff'^ 

OfMHao aaa 
iM u M o a<hi a 

5Sa5 .21S.S5 

4J ^■Haa-*49 *» 

g-^n mu jc 9 9 

2 8J85'3S'S5§>, 

c a 4i-^ o •'^'^ 
•^ a ><•« y-^ o a a a 

hja^fa-w-^aa 
«M ioaa ao eu u%* 
oa •*< a a a hi«M a -^ o a a 

■ut)> «uaood «mao 
u a 2 a o-^ *» 9 a a-u o 

« ■ a 4J 0>h4 4J ><Q>«« h4'>40 

4Jooa tsuva 
•r4 0jex:a aal 

0>4J4i M 9 t^'* 9-4 

i ^M-4.Ha2a 
^^afta-wauH 
^ a ■^x:-^ a 

o u o V a »« • 5 
a<u-^ou— aas 
■• a*iSao ObC ' 
aos a o a 

. w 8 o w«« a 

aoihi i* m 9 9 u 

««iu »2 9.W y > 
Maea4JO-^a-«4 
aA-S^ o u a«t) 



o«M S4J a 




u 


^ a^ ic 







*» » 9 9 9 *» 




lU » 


9XiC UXJXi 






3 u a a B M *hi 




«i a 


•SS25;5^° 




^sS 


> *tM « 0>Ki 




• 4J h4 a<M 
i3 a ■»«-> 


•^g^agg^ 




g^"^JI5*.5 






cSSSi^B*'*' 






5a"°2 


o!4>a£»« 




^iS^ c-^ > uo 




^IIM 


«i A> a <w a a 




hSs«.-l5 






6 6a a 


•w 2 «4 Oi-U B 






a-Siu B c a a 




lzl\l 


a o-^-S -^ 




o>4J u<0 hi a 




55^«2S^S 




*• ^-g 




";:8g5 


•0 jB-*4 4J <W«M 




a a ajB 9-* 




a a u U'H 


hiaBHOa-uM 




£&£.« 


«« ft ^-^ ■ Oi 




VS n*t c 




6 a-u 


trgticSTig: 




a M^^ -w-v* 
ftflu *t t 


«^^ 0-^9 -^ 




**•*« 


''iHir%"u 




>U •■ hi a 
eMi: a a 




g""*^ 


a in 

nfor 

tbar 

conf 

and 

tha 

oos 

sacu 






S5S-g 




h4..4 t) 




^ 0** 


■*4 4j a<u a 
34J M a 4i o«-e 

15'' 2 a J" 








a 


W«M 

w a o>B 


g 


2S6W- 




000 


9 


:::Ss:2 


Of Mhat 
fiducia 
would c 
inhibit 
vital 1 
bahavio 
duties 


H 


28i:^ 




B 


gssj 


a 





&Bi§ 



Digitized by 



Google 



54 




« o « 

t u 

CO 



o » .u 



- O 3 
3£ n O 

Ul U'O'H 

D •-< O 

■O 3 Wi 

n-H o .u 

ui H s e 

H c o 
o -u u 
•i u « 

3 « J3 O 



n 4J o o H a>*» uiu u 
*»-< xaaoo «• 

wiAf«.4C4J e -^ 



19 3 T) n -u i 



« o a 

•^ e ^ -u -H 

— o uo<-ui:io-Hc 



4> « 01" 



js 10 3 .u a 



Z m M 



O-<-lO<g-HC<uJSl03.UB 

■uco«nH>'0-^.ujsS'a 






•«4 c n u -^ S -- n. .. 

3 o< • j: -as 
.u n h o 



3 u e c 4 




o c 

0»-iH o 

C A*-H 
•H « M 
4J N 10 

I0r4 E O 

O C k. i3 

hi 10 o 

o a>-j -o 
u e-* 

SO'* 3 

4J O 

> M o n 
^ o J< 

A> M h c 
U •« 10 o 



i-i-< 3 * 



■u M n u 
•u > O « 



o -u o e 

<u -^ C « 
C • 3 O.C 
.-IS o>*J 

«u .H IB C O 
O T3 • -^ AJ 

» 3 ••O 

o Kr*j *i m 



ki£ « c • 



• •o 
a sjs 

D u *J S 

no wi 

a • H o 

J Ji c u 

XJ u 3 

3 • 4J 

D C U « 

x o e 4J 
H-^ o n 



o 3 a .w •'« 
a o ^ 

■O I bi o* Qi 

« ^ ac M 

•H ^ a g « 

-• • <o 6 

« 3 n 10 e 

U -H <0 

n 4J e u 

n c 9 10 o 

£ 0) .C C <M 

U ^ H 

CO) E'H 



■o o 

*i r-t £ 4J 

3iS 10 3 e 
o oiu o 

E<M Wl ** 
a -^ • 3 « 
E -u U £ O •-• 

ki a Q. 

n e • o 

o 6 »* 

*i « a> 

fl-o u a 

JS • o> <o 

.w ta 3 n 



55: 



« J3 O I 

I jb .u a c 

i n *» to 4, 

< • .u u « 



1 s' 



• Sjb 

»5? 



(O c 
« e 

5-5 



4 -^ i3 ^ -O 
« « 10 .^ 

S4J.W c n 

a « o>'< 
D U M-.4 
3 C O u«u 
■< D«u O O 



Ci3 E 
<u C O « 
.^.-..^ S£ • 

M M U £ 
4J C ••^ .W M 

« O > r^ • 

JS-M O "< -O iJ 
4J M u i3 <o lu 

•^ a « « • 

• • «-4 n 

^t> 4i CO 

^ IO<M l-l C 

M 4> m O <o 
nun 

o 3 a c • e 

o • o so 

Tj u n ••4 u M-i 

O 4J O « 

4J U « -^ « -H 

no ■!£ u 
« S .u O -u o 
o>o u a o 
o«-^ 10 E e 

3 C -^ O 4J 

n O « -^ M 

JS O -W 3 

• -u o j: 10 o 



M • 4i M 
i^-r* M 3 '. 

u u « o e ( 

CO ** • 

a «« e c < 
o u-^ o- 

• o < o-^- 
n o a-u < 

RM • 10 I 

• oio E 

M C -U U ' 
OJS « O 

» 4J43 niu 

u U C C 

» c u « 
>•*« ao 
n-o • j: 



o o o « 

J3 >-w O 

4J O 'U 'U 

O « 3 

O O M « 



3J3 

a u 
O WI 
hi 3 

a 

. 4J 

c m 
t 9 

I M o 



C%*-r* JB • 

K «•-• hi *jj: 
9 a a 2 ^*» 

ecu- s-u o u 
^ 0-* • u ^ o 
•^ 4> e o c 4J<M 
«i .u M o o-^ a 
hi a a-wi: •*< « 
3<^ a4J.u aw 3 



Wl 4J 

e «js 9 



w a o • 
O hi • 



u as 
0'< « 
u o h 



U 4J 0> 



•^ 3 



§a£ 
o a 
n J30 

« .u « 
■u M c 



3 a .uo I 
i3 a a e « 

' A a « 

a 4> .u w 

s « ^ 

) 4J J< T} -4 t 

: o hi « a^ 
t c aT3 E : 

:• ^G.S 

> n a • j: 
'a iQ M 4 
' 3 « 

n s h4 



« > 

■S"S8 



u J3 n h 3 c 
3 a n a o •' 
4i hi « o.^x 



o T) a E -u n 



«-4 O 3 

» -^ o 

C *iu^ ** >-i 
u u o a 

3 -^ *» 
n O e w « 
»u o a« 

^ -^ O h4 



o e -u 



u o e 3 



I ahi > ^ jS Ob« 

• aa a 4i a J3 
M a e a-H m*t 
a a »< *<-i 
3-«4 w 9a*^ 6 
M B • e o a 

je-^ hi a«-^ 

«a4JT}a«je3 

JS o c a w 4J u 

**« -^ • ^ 

4i u lu « e «.. 

• U .U 4J-H<Q 

^•o s-^ • -u e 

^V^SjCOCO , 

j5 c 9^ a f 8 . ' 

« n<hi o>o iu < 

h4 CO S«££ 

« a ^ « .U4J I 
a u >,a« < 

4J « d ah4 a e 
« a n a a o>-t-^ 
h4 £ a e 

o-wje • e o 



ac .u n 
a-w u « 
a 3 3 



• n a 
u o M 



■hi 9Ui-^ B S 



3 C 

U-^ hi 
»M >,9 
3«u »-»^ 

-••o a a 



-"O 3je s^ 

D 3 *»-^ hi«-( 

r o a o 3 3 I 

JS e u 4J M I 

a D> •** a 9 

««4^<hl «* ', 

» > 3-^ ««<■. 

■h* o S .h* a a 

2 e«« ^e S « 



4j^ e 
a • e -u 

o « d o 

■w u u • 

o aO e Cb 
T? -. o o 



sa 



'i! 



Digitized by 



Google 



55 



C « "H 



JS*t o ft * 


*»S a 




^ a 


•g 










f 


t» 


8 


■W 




• a js 
n o> a M 




a >■ a u 


u 


"^ 


ss 


^ a 


c S 




JS - u o-x 




n o 




0>.P a 




«-x4J a <u 




** n OT>« 






0« h 


''.^ 


582 


^^ ^ o 


r» 


" . 3 


' a 




^ M 


si"-:: 


eo 


V b ts 1-. 


ynn 




-^ •= 


o _ 




iM^ p --jj — > g ^ 


o\ 


»-( -I 


< 


-a 


« 


•o c o 


CM a 


n ** » 




k-Ji 4J T3 




* 


ni 


C a O 


o» 


m- 


Z2 w* \i ^ ar**»iu 


• »4 j: 3 




0\i^^ 9 




2 






• c 


*» a 


« ^ m a a o 


<u o a o -u .u 




13 a B-* > 




u 


(rt 


a >. 


** 2 




jj V jtf • ft • 


O 4J • <o 


U 


C b u 3 hi 




i: 




O *J^ 


§" 


lit 


«£UC*T]-3>^ 


> a e c 




w a V 


d 






o\ m '^ 


^jj 3b« c-r-eo 


> a-x hi o 


M 


iu.15 X a 


u 


a 


E 


^^ a 




« L» A « ^ -tH o« 


r« M 4i •£ o 




□ Q * a 




A 


□ 


^ IM 


a 


u a 


C xJ « M O 


s « «2 s2 






4 




a a • 


o%^ • 


a a<u 


O 3 « m D ^« >, 


» <U M g 4J 


M 






-o"* 


m-M u 


w a-^ 


> ji 


uo HBi^are-^ • 


-4 « e a hi 


M 


1 


c - 


^ o a 


1 h* w 


o*t 9 


o ^"o t V a *- n m-* 


hi • e a o 




a u 


a a u 


t» c 


o> ^ 


. a « *^ 




^ [^ 4J 


£ 


D 


u O. 


• •o-* 


a^i 




^0 


o a a 


ti( 


^£3 


a hi 


a e 


•Ma^jjEatvew 


.^ C hi.-4^ n 


S 


a a h 


£^ 




M a 


a a e 


j: 


4J ^ IH XI -x -^ ■ 


o a a a a 




dc a « a 




irt -I 


a CO 


hi o a 
a au 


:»s 


u^ « 








« U 


c a e 


a a hi jj O u 


o 


^ a o 


-Hi 


fl^ C 


c « a 


■9 o 


« a > 


U -x • VI E u u 


A at o .hi o 


z 


4 e; -hi 




^ m 


% U*J 


a o a 


g -x a 




D o a 




O. 


^2i 


Sac 


X Gh 


!i5 .52 




^Tj4; a 


s 




£ o 


ae 


H 


b L) > 


3! 


^' [T 


•« u 


.u o a 


< «« « a «« n o 


O O-i « 


a 


a a a r: 






a ^ 


O^HJ 


a 


^u«>a« hZ 


zu s a vo 




W P &-H 






a<M 


JJ BJ-^ 


J3 a . 


NOkiCMn •<uo 


4J «^ 


4 


C I-.-'* 


^ 




eo C 




jj a a 


w^a-xa«>,o<ue 


•o a *hi 4J A> a 


«j 


^ a □ u > 




V « 


01 9 a 


a u 4 


a 


*i 2 ^je-^ ^ 


a j:.-^ o 


irt 


tt^u c B^ 


:i 


a a 


-^ a 


u Srt 


a 1 a 


Indus 
firms 
s mam 
uding 
1 comp 
1 P 
ctiva 
ctrum 
count 
nass 


a 4^ 1 ki a 


17 


^''^■:^ 


4 


4 X 


a 4J-I 
^ a w 






T3tM ■! o m 


V 


B a a 




u 


:a -t-f 


O fl» 


O U ■ 




m 3 JJ ** 




T* [rt . 


C f4 b 


£yH> 1 


u ^ " " 




H t^« E a 


J= 


5^£ 


'^ a 


o u 


a o£ o 


2 2'-' as = 'tt* " 


a c « • 


c 


■J ^ £ a a 




V •> U^ 




O «< -hi •-• 


4J a e > 01 >• 


r> 








n^ D r 


il? 


aa ^ 


«• csh-— ■ a 


4J e □ "^ ^ -H • 




«i * '^•IT >, 


E 




E'": 


a c o 


m u.^ u tixtx 




■M » ^ 




H >n 




a >-^<M 


A* 4J . flu C 




> 


f: c 1 a 


"sr 




:I5^ 


C a; 


•r4 e 


^^«.^e ->«n 


a A ^ 4> a 




iui i; >, > 






•*< 1 a 


UWT3««« tJ O 


a£ -^ a a; c-x 




Q^^.^ 














** > 


=» H 2^ ' ^ -.^ "-^ 








o 






Q< 




□ 




•t! c a 


sSSsssi !r 


e 


IssSs . 




aS 






^=i 




c 


o-< j: 


• hi u J -^ hi a 




^^ -r a * o^ 












t* 


a V c ■o 


lsl5l:-l*S 






s a 4^ -H h ^ 

H H-O .u hi 

>. a-^ e • • 


4 






f 


h « u 


£ 


(r • 




Hi»aa«E l«gn 


u 


It] U tJ •-* hi Oi 






" 




WJ 


^o u 


01 


^k* 


HUM ►a S 



Digitized by 



Google 



56 

Senator Riegle. Thank you very much. 

Let me just pose one question. Mr. O'Brien, I very much appreci- 
ate the support of the SlA for S. 1380 and I just wonder if, in brief, 
?rou can tell us what the minor modifications are that you would 
ike to see made to it. 

Mr. O'Brien. Well, let me start off, Mr. Chairman, and Mr. 
Miller may amplify on that. I think that one involves the damage 
question, which I think should be clarified. The opening of damages 
to an open-ended type of arrangement we think is something which 
should be addressed. 

I think the personal benefit test is something which needs to be 
clarified. It tends to be a little bit ambiguous at the moment. 

And let me turn to Mr. Miller for any other questions he may 
want to take up. 

Mr. Miller. Well, the third modification we would make would 
be to exclude market information from the purview of the statute. 
We believe market information, except in very specific situations 
such as tender offers where it is dealt with separately, should be 
left to the self-regulatory organizations. 

The only thing I would add to the question about derivative li- 
ability is that we would propose to adopt the same provisions that 
are currently in the law under the 1984 amendments. 

Senator Riegle. Thank you. 

Senator Bond. 

Senator Bond. Tm a little bit surprised that you think that ev- 
erything is clear with respect to the misappropriation theory as a 
result of the Winans case. Do you think a four-four split on the Su- 
preme Court, the fact that four members of the Supreme Court 
don't like the theory, is adequate reason to take a pass on this? 

Mr. Miller. Well, I don't think it's as ambiguous as some com- 
mentators have suggested. The Wall Street Journal was not a 
market participant, did not trade in the securities, and hence, 
under the language of 10(bX5), it was really very difficult to reach 
them. 

Senator Bond. But shouldn't they have been reached? I mecui, 
shouldn't the Winans case have been reached? 

Mr. Miller. Well, Winans was reached. 

Senator Bond. Yes, by mail fraud. 

Mr. Miller. I think you're dealing with a fairly unique kind of 
fraud. By and large, most insider trading has in fact involved 
market participants. Winans was a very unique case and he's gone 
to the slammer. There are tools to deal with the Winans. 

Senator Bond. Mr. O'Brien, I might just ask you generally if you 
are concerned, particularly in light of what has happened this 
year, not just October 19 but prior activities, that there may be 
some loss of confidence in the general public in how they are being 
dealt with by the securities firms. Do you find that there is a con- 
cern by small investors, for example, that they are not getting a 
fair shake? 

Mr. O'Brien. Not widespread, but that is not to say that there is 
no concern. That concern is expressed in the media on a more or 
less regular basis. There are people in our own industry who have 
expressed concerns about that and obviously some investors have 
from time to time. 
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So it is not something that we consider to be insignificcmt or un- 
important. Witness the fact that as soon as the thing began to de- 
velop through 1986 at the end of the year, we set up a committee 
in order to take a look at it and to look at such questions as what 
legislation may be needed; but, more importantly, what internal 
steps should or could be taken within the firms themselves to 
strengthen the situation. And we felt that that was the best 
inethod to restore confidence if in fact it had been weakened. 

Senator Bond. Frankly, we're hearing from our constituents. I 
can't speak for all the other Members, but there is a concern and 
I'm sure that you would agree that maintaining that confidence is 
an essential part of the success of the securities industry. 

Mr. O'Brien. I totally agree with that. 

Senator Bond. One thmg that bothers me a little bit and Fd 
asked Chairman Ruder to comment on it. If a person is driving 
down the street and, say, the local grocery truck making a delivery 
slams into their car, you probably can recover damages to the car 
from the grocery compcuiy if they are delivering groceries. 

If that same person then goes on down the street to a well-known 
reputable brokerage house and they sell him some securities and 
somebody on the other side knows that there are good reasons that 
those securities are not a good buy, he may not have a right of 
action unless he can show that the person who sold them to him 
actually used that information. 

I just wonder if that isn't too generous a standard for a reputable 
securities firm. 

Mr. Miller. Well, I believe that individual has an action today. 
He certainly has an action against the broker. He also has an 
action against the firm under the Insider Trading Sanctions Act, 
unless the only involvement by the firm was the act solely of em- 
ploying another person who's liable. If that's the only involvement, 
then he can not recover against the firm. But if the firm goes 
beyond that in any culpable way, then he can reach the firm. 

Senator Bond. A grocery store owner doesn't have that same 
kind of protection, does he, if his car hits somebody? 

Mr. Miller. A securities firm doesn't have that same kind of pro- 
tection except in the instance of insider trading. That's a crime 
that takes place in the mind. And as Chairman Ruder testified ear- 
lier today, it is very, very h€U"d to reach. A securities firm has 
greater responsibility under the controlling person sections of the 
securities laws in most circumstances than the grocery store owner 
has. Those provisions reach well beyond what we know as respon- 
deat superior. 

It is only in the area of insider trading where there is no policy 
served. The firm ccmnot reach into the mind of the individual. 
There's no procedure that will screen out information received in 
that mind. Therefore, it becomes much more unfair to make the 
firm liable in that instance. 

Senator Bond. But don't you think the Securities and Exchange 
Commission provides cert£dn things that the firm can do by estab- 
lishing the Chinese wall and taking whatever reasonable proce- 
dures, as Chairman Ruder said, to assure that that information is 
not communicated? 
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Mr. Miller. Well, Senator, I sat in this room 3 years ago when 
the Commission promised to provide rules under the Insider Trad- 
ing Sanctions Act, and those rules have never emerged. 

Senator Bond. Would you say that no definition of insider trad- 
ing is preferable to the reconciliation draft? 

Mr. Miller. Tm sorry? 

Senator Bond. No statutory definition — would you rather just 
pass on it, even though they are talking about increased sanctions 
and we get all geared up and talk about greater sanctions, would 
you be happier with no definition than the definition in the SEC 
proposal? 

Mr. Miller. I think that I would be. I do think that S. 1380 is a 
satisfactory compromise. 

I think what we've seen in the processes subsequent to S. 1380 
have given support to those who argued that perhaps we should 
content ourselves with the judges deciding what's insider trading. 

Senator Bond. Thank you, Mr. Chairman. Thank you, gentle- 
men. 

Senator Riegle. Thank you, gentlemen. 

Our next witnesses are Mr. Donald Langevoort, Mr. Ken Bialkin, 
and Mr. James Cox. If they are here I would ask them to come to 
the table now. 

Let me welcome all of you to the committee today. Professor 
Langevoort, it's nice to have you here as a Visiting Professor of 
Law from the University of Michigan, a very special institution 
that's very much appreciated around this table, especially by the 
chairman here. 

Why don't we start with you. I'm going to ask each of you, if you 
can — I realize this is complicated material — to try to summarize 
your comments as much as you can in roughly a 5-minute period, 
and then if you find that you need a little bit more time than that 
we'll try to be flexible. But if you can do that, we will make your 
entire statement a part of the record. 

STATEMENT OF DONALD C. LANGEVOORT, VISITING PROFESSOR 
OF LAW, MICHIGAN UNIVERSITY 

^r. Langevoort. Thank you, Mr. Chairman. 

I am pleased to have this opportunity to be here today to testify 
on S. 1380 and the legislative proposal submitted by the Securities 
and Exchange Commission. Let me express my strong support, with 
a few minor reservations only, for the reconciliation draft arrived 
at by the Commission and the ad hoc committee. 

In my view, the case for legislative reform in the area of insider 
trading is absolutely compelling. To date, the prevailing legal struc- 
ture has been workable, but no more than that. The fact that so 
many recent cases have been settled rather than litigated disguises 
how many open questions remain about the law, questions that if 
ever resolved against the SEC or Federal prosecutors would create 
serious gaps in the enforcement scheme. 

At a time when volatility and technological change are independ- 
ently creating such stress in the securities marketplace, any re- 
striction of the effectiveness of the enforcement program in terms 
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of assuring a basic level of fairness could have the most unfortu- 
nate consequences. 

As I said, I do have a few specific suggestions for clarifications to 
the proposal in order to better carry out the subcommittee's stated 
intent of strengthening the insider trading prohibition. 

For example, I support the provision to adopt a wrongfulness 
standard for insider trading liability, but I am concerned by the ex- 
clusive definition of wrongfulness which speaks in terms of theft or 
breach of duty as a basis for liability. 

Questions of whether a relationship or trust or confidence exists 
or whether it has been breached has troubled courts throughout 
the history of American law, evoking little consistency or coher- 
ence. If applied narrowly by the courts, the standard now in the 
bill could leave a considerable number of instances of abusive trad- 
ing unreachable under the new statute. 

It seems to me that insider trading should be prohibited not be- 
cause the trader has violated some separate duty of loyalty to 
someone, something that has historically been the province of State 
law in any event, but because it undermines the integrity of the 
marketplace for a person to take advantage of information that is 
meant to be confidential. 

I have indicated in my written statement a number of ways that 
the definition could appropriately be broadened. 

This one concern notwithstanding, I wish to emphasize my 
strong support for the legislation currently before this subcommit- 
tee. With the minor clarifications Tve suggested, I believe that the 
enactment of the November 18 reconciliation draft would be an ex- 
emplary response to the problems that remain in the area of insid- 
er trading. 

Thank you. 

[The complete prepared statement of Donald C. Langevoort 
follows:] 
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Senator Riegle. Thank you. We're glad to have your endorse- 
ment and your suffgestions as well. 
Mr. Bialkin, weTe pleased to have you here today. 

STATEMENT OF KENNETH J. BIALKIN, OF THE NEW YORK BAR 

Mr. BiALKiN. Thank you, Mr. Chairman. 

I have submitted a statement and so I will only briefly summa- 
rize the salient points. 

My statement recites that I am accompanied by Richard B. 
Smith, former Commissioner of the SEC, since we thought initially 
this would be a sole testimony; but it's a panel and so former Com- 
missioner Smith isn't here. 

I am testifying as an individual today. I want to make that yerjf 
plain. However, I want to share with you my other status. That is 
to say, I am chairman of the ad hoc committee of the Section of 
Corporation Banking and Business Law of the American Bar Asso- 
ciation to consider insider trading legislation. That committee was 
appointed in order to try to sort through the various bills that have 
been proposed and various variations of those bills that have been 
propcMied bv the subcommittee, by the SEC, by the New York Stock 
Exchange Legal Advisory Committee, and to try to be constructive 
in it. 

The members of that committee, eleven of them, are drawn fh)m 
all sectors of the bar. Two of them include Harvey Pitt and John 
Olson, who have been consultants to this subcommittee. Al 
Sommer, a former SEC Commissioner and former chairman of our 
section; Dick Smith, a former SEC Commissioner; Dick Phillips, a 
former chairman of the ABA's Securities Law Committee and 
chairman of the Drafting Committee of the New York Stock Ex- 
change Legal Advisory Committee; Jim Cheek, who is the present 
chairman of the ABA Securities Law Committee; Tom Baker, who 
is an officer of the section; Louis Loss, who is the dean of securities 
law in the United States; Milton Freeman, who is generally regard- 
ed as the person who drafted rule 10(bX5), and Martin Lipton, a 
highly respected securities lawyer. 

As I say, our committee has really a very broad base of experi- 
ence and knowledj^e in the field. 

We have established an informal consensus which is not the offi- 
cial position of either the section or the ABA, for the reason that 
there simply hasn't been time within the framework of the avail- 
ability of the drafts to reflect that through the processes of the 
ABA, and so I cannot suggest that what I am about to say has the 
support of the section or the ABA. 

It doesn't even have the support of all the committee membsn. 
Of the eleven members, eight have more or less established the 
consensus. Two, Messrs. Pitt and Olson, have filed a separate state- 
ment included with mine. One, Al Sommer, has also nled a sepa- 
rate statement. They would disagree with the consensus. 

SUGGESTIONS FOR IMPROVEMENT OF THE BILL 

But to the extent that there is a consensus by the remaining 
eight out of the eleven. Our feeling is, notwithstanding our very 
strong antipathy to insider trading and very strong feeling that 
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none can condone it, and what has happened is properly something 
that has to be condemned, that the bills — when I refer to the bills, 
I mean the SEC bill transmitted to you on November 18 and what I 
refer to as the reconciliation bill is a subsequent iteration of S. 
1380 amended to try to meld the differences between the SEC bill 
and S. 1380— we feel that, on balance and in light of the fact that 
Winans was affirmed and not reversed, that unless the bills can be 
corrected in several of the ways that we have suggested that they 
be corrected, that it would be better not to adopt the bills than to 
adopt the bills in a fashion that would continue some of the prob- 
lems that we think are present in the bill. Although Fm not totally 
familiar with the testimony in detail of the SIA, some of the points 
they have made concerning the status of research analysts and the 
status of firms and the status of Chinese walls give us a problem as 
well because of the presumptions and burdens of proof aspect of 
those issues. That is, there is no presumption of a safe harbor and 
there is no presiunption that Chinese walls, systems and proce- 
dures are adequate. 

Quite to the contrary, it's the burden of proof on the institution 
to show that there was no improper profiting from the issue. It's 
the "profits from" words in the statute that give us a considerable 
amount of difficulty. We would suggest that if you deleted those 
words, the statute would be substantially improved. 

We have many other suggestions for substantial improvement of 
the bill. We hope you would look at them. I know Chairman Ruder 
responded to your question about materiality, Mr. Chairman. We 
feel that in an area of insider trading, materiality which we would 
define as information likely to have a substantial impact in the 
market price of a security, isn't that hard to understand. There is 
no definition of materiality in the securities law today. The North- 
way case suggests that it's a mix of information which would be re- 
garded as important in cert£dn circumstances. 

We think for something as important as this and as expansive as 
this, it's not too much that people know what it is they are talking 
about. 

We think the bill extends the scope of insider trading liability 
beyond that which might be regarded today as even within the 
Winans case because, as defined, the bills cover market informa- 
tion. Traditionally and historically, inside information has been 
limited to information pert£dning to the status of a particulcu* 
issuer— the issuer of securities. The definition both in the reconcili- 
ation bill and the SEC bill would relate the inside information to 
securities or to the market for the securities, thereby opening up a 
Pandora's box of potential exposure to insider trading having noth- 
ing necessarily to do with the inherent information relative to a se- 
curity, the sole exception being the tender offer area which we do 
think should be preserved the way it is under rule 13(eX3) and is 
transported into your bill. 

But we think, that without analysis and without discussion of 
what the implications of covering market information, as contrast- 
ed to issuer information — without discussion and without analysis 
and without h3rpotheticals — and I could give you some that would 
frighten you considerably — we think it's too far to go. 
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The private action, which we do not disagree with, is drafted in a 
way that leads us to great confusion as to what it means, how far it 
goes, how does it rest vis-a-vis the existing standards of rule 
100>X5)? The notion of exclusivity — does it deprive some people of 
action today who might have it, does it add something? If so, what? 
What are the elements of a cause of action in the G^) section as op- 
posed to the first section? The addition of liability for contempora- 
neous traders limited to the damages earned by tiie insider trader, 
may be an illusory remedy. If a trader trades and makes a relative- 
ly small profit and contemporaneous traders out there have lost a 
great deal of money, the total recovery for all the contemporaneous 
traders is limited by the amount of profit of the individual trader. 
That may be a miniscule fraction of what the contemporaneous 
traders have lost. It produces litigation. There is no clarification as 
to how they wind up, are they class actions, how you divide the 
money, who does it go to or where does it go? 

This liability for the insider trader is on top of the treble damage 
or the treble measure provided by the Insider Trading Sanctions 
Act of last year, exclusive of the disgorgement provisions, exclusive 
of the criminal aspects already available under the Winans author- 
ity. We wonder whether it's an illusory remedy and whether the 
provisions for the additional cause of action — Fm sorry if I'm 
speaking fast but I wanted to get the points through— whether or 
not it really ought not to be rethought in terms of exclusivity. 

EXCLUSIVITY 

Exclusivity is mentioned as desirable in the findings. We don't 
know what that means. We've discussed among ourselves as to ex- 
clusive as to what, what does it mean, what causes of action does it 
provoke, what causes of action does it add? We don't know what 
you mean by exclusivity, which is not even part of a statute. It's 
part of the recital of findings. 

We have a certain problem with the SEC in their letter to you 
who suggest that a lot of these problems be fixed by stating what 
the legislative history is. When you're starting clean with a new 
statute that a Senate Subcommittee is considering, and when 
issues are before you, it seems to us that the plain meaning of the 
statute ought to cover all those points that are confusing and not 
to rely on the ambiguity of a legislative history which is going to 
be the subject of a very great disagreement in the future. 

So we think simply as a legislative technique in 
issues, to say, well, we will resolve these problems by giving some 
recital of legislative history. When you know what the problems 
are and when you can fix them by the simple medium of sitting 
down around a table, discussing them and drawing words to say 
what it is you mean and mean what it is you say, you should do so. 
Any other way is a poor way, with great respect, of providing for 
the law of the land. 

I will yield my time. I saw the red light there for some time and 
I appreciate your indulgence. 

[Tlie complete prepared statement of Kenneth J. Bialkin follows:] 
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Senator Riegle. Well, I appreciate the points you have raised 
here. Let us hear now from Mr. Cox. 

STATEMENT OF JAMES D. COX, SCHOOL OF LAW, DUKE 
UNIVERSITY 

Mr. Cox. In the interest of time, I will just identify four problem 
areas of concern with the current statute. 

I want to underscore, first of all, that I share Professor Lange- 
voort's view that one of the major problems with this statute is the 
privatization of the wrongfulness idea. I think we ought not to be 
able to allow the Foster Winans and the friends of Foster Winans 
to escape the reach of the securities laws because Dow Jones says, 
"We won't raise your salary, but you can trade on advanced knowl- 
edge of what's going to appear in your column." So I think that we 
must anchor the prohibitions in the public interest and not the pri- 
vate interest in this area. 

In my prepared statement, I set forth several mechanisms, as< 
Professor Langevoort did, as to how this can be accomplished. 

The concern I have is the exclusivity problem with the regula — ^« 
tion. First of all, this is out of step with over 50 years of histor y^^^ 
under the Federal securities laws. To carry out the broad reme " 
purposes of the Federal securities laws the remedies are viewed 
cumulative. 

TRADING RIGHTS CUT OFF BY STATUTE 

Furthermore, at the last full page of my testimony, I identify 
several situations in which individuals are harmed by tipping and 
individuals are harmed by the trading of others, whose rights 
would be cut off by this statute. 

For example, in our own State of North Carolina last summer, 
Burlington Industries was successful in warding ofT a takeover at^ 
tempt because one of its former financial officers was found to have 
passed on information to the hostile bidder and was able to protect 
itself in that case against the misuse of that information. This 1%- 
islation would cut that right off. There are other examples in my 
written statement. 

So we would be cutting off the rights of individuals who are 
harmed by tipping as well as those who are' harmed by trading. 

Related to this is a concern that Senator Bond has addressed ear- 
lier, and that is the abolition of respondeat superior liability. On 
this point, it seems strange that we are singling out insider trading 
for the release of respondeat superior liability, whereas if the 
broker commits a churning violation, the broker places the client 
into unsuitable securities, or the broker puts a customer into a 
stock on a false representation — in each of those situations, the 
brokerage house is responsible under the doctrine of respondeat su- 
perior. 

It seems drastically out of step with what the Supreme Court 
said, which was not a divided Supreme Court — there was no dissent 
in the Bateman case, and I quote one sentence here — "We believe 
the deterrence of insider trading most frequently will be maxi- 
mized by bringing enforcement pressures to bear on the sources of 



Digitized by 



GoogI( 



79 

:he information, corporate insiders and broker-dealers." The 
Droker-dealers being referred to there as the brokerage house. 

Related to this is that the provisions of the compromise bill, as 
^ell as S. 1380, do not impose any control person liability at all for 
9irrongful tipping. When we look at the provision, for example — in 
just the interest of time, subsection Q)X2) of the SEC compromise 
3ill, that provision only picks up for wrongful trading in Q)X1) as 
Mrell as (dXl)> but not for tipping in subsection (c). So there is a 
mcgor gap; tipping individuals would be protected from any respon- 
dbility and their employers would be protected from any responsi- 
t>ility if their employees wrongfully tip in flagrant violation of the 
dkct. That is an intolerable situation. 

Related to this, and to introduce some level of balance in my 
presentation, I share the SIA's concern that this legislation intro- 
duces an imneeded uncertainty with respect to tipping because the 
prohibitions include, as represented earlier, a mere breach of fidu- 
ciary duty. A careful reading of the Dirks case, which is set forth 
in my prepared testimony, shows that the Court very clearly intro- 
duced a brightline test, that wrongful tipping, when it does not 
cxxnir to a friend or relative, requires the showing that there's been 
a pecuniary gain or reputational benefit which will translate to a 
pecuniary gain in the tipper. What this legislation, both S. 1380 
and the SEC compromise bill does, is introduce the vague standard 
of what do we mean by a fiduciary obligation. Any breach of fiduci- 
ary obligation would make the possession or transmission of that 
information wrongful and that introduces a serious impediment to 
the legitimate functioning of investment analysts where society 
benefits greatly by their aggressive pursuit of information. 

I think that whatever statute we have ought to be consistent 
with the Dirks language that I quote in my prepared testimony. 

Thank you for allowing me to share my views on these points 
with the committee. 

(The complete prepared statement of James D. Cox follows:] 
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Senator Riegle. Well, thank you for very thoughtful comments 
and also for your full statement which we will make a part of the 
record. 

Professor Langevoort, in your testimony you state, "In my view, 
the case for legislative reform in the area of insider trading is com- 
pelling." 

Professor Cox, you state, "It is imperative for the Congress to 
enact a broad proscription of insider trading practices." 

Fm wondering if you can just briefly indicate why each of you 
feels so strongly that legislation is necessary. 

Mr. Langevoort. My response, I guess, would come at two levels. 

First of all, as this subcommittee has pointed out repeatedly, and 
as Congress has pointed out repeatedly since 1933, a level of inves- 
tor confidence in the stock market is £j>solutely essential to provide 
the liquidity necessary for the effective functioning of the stock 
market. People are just not going to invest — are not going to have 
the confidence that investment is a worthwhile thing to do — unless 
they believe the rules are fair. 

In addition, if you tolerate insider trading, the system of securi- 
ties regulation that depends on affirmative disclosure of informa- 
tion wUl break down. Corporate insiders are going to be reluctant 
to make public information that they can later trade on. 

I think those two reasons come together to provide a fairly com- 
pelling case for prohibiting insider trading. 

Having said that, the question becomes: Is current law adequate 
to carry out those objectives? My sense is that it is 90 percent ade- 
quate. It's workable, as I said in my prepared statement. But I fear 
that when the Commission or Federal prosecutors bring fairly visi- 
ble cases, and those visible cases turn on difficult and uncertain 
legal issues, such that the Commission might lose them, the mes- 
sage to the public may well be that we don't have an adequate 
system of SEC enforcement or criminal enforcement of the insider 
trading laws. For example, I consider the misappropriation theory 
still substantially up in the air, and still quite capable of disappear 
ing as an enforcement tool. 

For that reason — having come to the conclusion that insider 
trading ought to be prohibited — I am convinced that our system of 
law needs to be adequate. And my sense is that 90 percent is not 
good enough. 

Senator Riegle. Mr. Cox. 

THE NEED FOR LEGISLATION IS NOW 

Mr. Cox. I would add to that that the ongoing revelations — and I 
hope there will be more revelations — concerning Messrs. Boesky, 
Levine and others^ — are showing that insiders are not just content 
to take all they can kill as such; they want to actually fill the fieUs 
with more prey. And what we find here is that insider trading is 
more often than not being accompanied by other market manimlar 
tions than this — manipulation of real events, manipulations ctt dis- 
closures — and that adds further to the investor distrust in the secu- 
rities markets because what happens when insider trading sudden- 
ly becomes an overarching agenda of individuals to try and then 
increase their profits by manipulating disclosure practices or 
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market events to feed their practices. So I would say that that's an 
additional reason for wanting to regulate. 

The reason we need legislation now is to legitimize the misappro- 
priation theory, which is the only game in town for reaching indi- 
viduals who are not technical insiders and we need to legitimize 
that because of the grave uncertainty, unexplained uncertainty by 
a four-to-four vote. 

Senator Riegle. Mr. Bialkin, you are flanked by one person who 
feels there's a compelling need and another person who thinks 
there's an imperative need. What's your view? Also, you've com- 
mented on the SEC proposal and your concerns with that, but I'd 
be interested in knowing how you feel about S. 1380 specifically. 

Mr. BiALKiN. It should come as no surprise to anyone that insid- 
er trading is, has been, and will always be illegal. It isn't as though 
these thmgs have existed without severe sanction already ever 
since Cody Roberts, the Texas Sulphur cases: we have had rule 
14(eX3). There hasn't been an important prosecution that has failed 
where insider trading has been detected. 

My testimony shouldn't be taken in any respect as not feeling ve- 
hemently resentful of anyone who interferes with market processes 
by taking unfair advantage of his position or opportunities. That's 
not the point. 

The point is, it is already illegal. Too 'many people have gotten 
away with it. There is a lot that hasn't been aetected. There are 
cases that haven't been brought, but they haven't been brought not 
because the law doesn't exist to sanction what is there, they 
haven't been brought because factual predicates and discovery ap- 
parent^ haven't been sufficient to supply the evidence which 
would nt into an existing body of law. 

The affirmance of the Winans case in clear and resounding terms 
have applied the mail fraud and wire fraud statutes to the type of 
fraud involved in insider trading in the broadest possible way. The 
affirmance also of the judgment of the 2nd Circuit, certainly as to 
the 2nd Circuit and certainly as to the enforcement policies of the 
SEC in pursuing the misappropriation theory, hasn't slowed down 
in any respect the enforcement program of the SEC and doesn't 
leave them without weapons. 

The question really is whether additional legislative tools to be 
provided by this committee and the Congress are necessary and es- 
sential. The question isn't whether insider trading is ^ood or bad; 
it's terrible. The question is whether the additional legislation as a 
matter of the balancing that goes into every piece of legislative 
action that you do, brings more to the table or creates uncertain- 
ties and risks and creates problems which you don't really wish to 
create. 

The thrust of my testimony is that, conceding and agreeing fully 
that it's a terrible and pernicious practice, that the bills in their 
present formulation don t add enough to what may be compared to 
the uncertainties that they introduce to reauire more than already 
exists in the arsenal of defense gainst insider trading. 

Now, you're quite right, Mr. Chairman. In my testimony I refer 
to the SEX> proposal. I wanted to make it clear that I was also re- 
ferring to the so-called reconciliation draft S. 1380 because it has 
moved from the June introduction, and our comments treated 
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those bills in parity because they have been brought very, very 
close to each other. There are some differences, but fundamentally 
the differences didn't seem to us to be sufficiently clear and in the 
time available, since the reconciliation draft only became available 
after the SEC bill was made available the week of November 18, 
it's only been a few weeks — we've had a devil of a time with eleven 
people traveling all over the world getting together, which is the 
reason my testimony, as I reported, is individual, although it re- 
flects a consensus of eight out of the eleven and I want to stress 
again I do not speak at this moment for the ABA. 

What we will do following this time and following any further 
emanations or evolutions of your subcommittee — and I hope you 
will continue and look at some of the things we wrote — ^we want to 
be constructive. We want to be helpful. The purpose of our com- 
ments is to try to bring the legislation you are proposing into a for- 
mulation that will deal with the problem in the proper balance of 
law enforcement without stifling the important free flow of market 
information, free flow of analyst information. 

Security analysts have got to go there and attack a corporate ex- 
ecutive and push as hard as he can. He's got to get as much infor- 
mation as he possibly can and then disseminate it. And there ouf^t 
not to be a risk on those who give information or those who receive 
information that because of some cumulation, or mosaic, or pano- 
ply or totality of information, that they get tripped up in circum- 
stances where the free flow of information to an informed public 
requires the maximization of intercourse of financial information. 
That's all we're trying to achieve. We're not trying to protect a 
crook. We want the crooks put away as much as you do. 

Senator Riegle. Let me ask you to take, if you would — I realize 
the time hasn't been lengthy — to take a look at the modifications 
to S. 1380, but I would like you to circulate those among your folks 
and see if, with a longer look, it doesn't maybe take on a little 
more attractive visage. 

Mr. BiAuaN. We will try to be very constructive, Mr. Chairman. 

COUNSEUNG BROKERS OR ARBIFRAGEURS 

Senator Riegle. Good. I appreciate that. One other thing and 
then that will flnish my questioning and I'll go to my coUeagues. 
Mr. Bialkin, as a securities lawyer, when you're counseling brd&ers 
or arbitrageurs on matters that relate to what we're discusBing 
here, do you feel comfortable that you can say to them today with 
real clarity and precision exactly what is or is not permitted under 
the law? 

Mr. Bialkin. So far as insider trading is concerned, if it gets to a 
point where a client consults a lawyer, you can almost always pro- 
tect the client. Of course advice is going to be conservative as we 
focus on the issue. 

Senator Riegle. But that's sort of after the fact. I think Vm 
trying to pose the question more before the fact. 

Mr. Bialkin. I know, I'm sajdng that before the fact they come 
and say, ''Are we free to buy or are we free to sell under tiheae cir- 
cumstances?" The analysis we would go through is the information 
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material, are you privileged, is it public, and you do it; and general- 
ly, the advice would be of a cautious nature. 

The insider traders that have come to public attention, had they 
sought advice or had they consulted themselves, they would have 
known right from wrong. Most of these issues are not close ques- 
tions. Their susceptibility is to greed, except in the cases of the 
structure of the brokerage firms where they sometimes find them- 
selves hurt by the actions of their employees. This has been the 
subject of other testimony here, that it's important to try to pro- 
vide safe harbors and to provide assurances that if a Qiinese wall 
is established, policies established are in fact followed and em- 
ployed, that these firms and institutions ought to have the security 
of knowing — if they are honest and if they enforce it, if they have 
compliance people following it — that they are not going to be the 
victim of a sudden death accusation. Something slipped through 
and all of a sudden they're on the short end of a class action suit. 
That's not constructive and it's not healthy and it's not in the in- 
terest of the free flow of information. 

Senator Riegle. But what about cases that are really close call 
cases? What about the Freeman case, the Tabor case, things of that 
kind, not necessarily the specifics of those cases, but illustrations 
like that? It seems to me, of all the people I talk to, you seem to 
have a clearer sense of exactly where the line is and what's within 
the law and what's outside the law. Yet, when I talk with so many 
others, I find that there's a zone here that is not that clear-cut and 
I hear a lot of people who are practitioners say that's unsound, it 
ought to be clearer, we ought to draw that line more sharply. Look 
at the Supreme Court and the Supreme Court is split right down 
the middle. 

Mr. BiALKiN. There are plenty of issues in securities laws which 
are maddeningly complicated and certainly very difficult to decide. 

I don't believe the question of insider trading normally fits that 
cat^ory. You refer to the Freeman and the Tabor cases. There are 
no such cases as yet. People were arrested and indictments were 
withdrawn. If in fact, forgetting about those names, the type of 
conduct supposedly alleged in those cases is true 

Senator Riegle. That^ the way I meant to pose that. 

Mr. BiALKiN. Namely, that there were people in positions of trust 
who, by reasons of arrangements with suppliers of information, ob- 
tained that information in consideration of payments and benefits, 
if those things existed, the people doing that know what they're 
doing is wrong. And if they are caught, they deserve to be prosecut- 
ed to the full extent of the law. 

The questions in that case are always, what are the applicable 
focts? If the facts are as alleged, I don't think there's any question 
but that the law as presently affirmed hy Winans and even by the 
split decision on the 1934 Act aspect of Winans, would be sufficient 
to cover those alleged wrongdoings. 

As a practicing lawyer, I don't think I ever really had a difficult 
case where an insider or someone with information asked, ''May 
we buy or may we sell," because when it does come up and some- 
one is conscientious and there is a question, you either abstain or 
you disclose, if they are fortunate enough to have reflected on it. 
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If they're greedy or they don't care or they think they can ger^ 
away with it, then they deserve to be pursued. 

Senator Riegle. I want to go to Senator Bond unless one of your: 
colleagues here has just a compelling need to comment. 

Mr. Cox. I was going to add the same thing. These cases are noM 
"Oh, my gosh, I have inside traded." They are not "whoops" tyip^ 
cases. Particularly the misappropriation cases are evidence cr: 
scheme and design and intent. 

Senator Riegle. Senator Bond. 

Senator Bond. Thank you, Mr. Chairman. 

Professor Langevoort, you indicated that there ought to be 
wrongfulness test not limited to theft, but you're not re€dly co^c: 
fortable with the breach of duty, and I would have to say tha%::r 
wondered whether that's an appropriate standard. But if you do^ci 
use that, what do you use? 

Mr. Langevoort. To me, the appropriate standard is whett^ei 
the information in question is reasonably subject to an expectatxozi 
of confidentiality. That, by the way, is the way the legislation tlaai 
was adopted in Great Britain in 1985 formulates the standard that 
we are debating here today. 

The question of duty — whether somebody is subject to a relation- 
ship of trust and confidence — is one where you can find thousands 
of common law cases struggling with the issue. Usually, it takes 
some sort of assent by the person to an expectation of confidential- 
ity before we say that they're subject to fiduciary duty. And there 
are too many cases where a person or an institution is given infor- 
mation subject to an expectation of confidentiality, but they 
haven't assented to any obligation. To say that they can go off and 
use it I find somewhat bothersome. 

Let me give you an example, just to clarify my suggestion — trad- 
ing by the issuer itself. In the last 6 weeks a number of firms have 
gone back into the marketplace to buy their own shares as a result 
of the fall in the stock market on October 19. 1 think we would say 
that if any of those compsmies — the issuers themselves — were in 
possession of material nonpublic information, it would be trouble- 
some. I think it would threaten the confidence that we have in the 
marketplace. 

Yet to say that an issuer has a relationship of trust or confidence 
or a fiduciary relationship to its shareholders is an odd concept. As 
a litigator, if I had this statute in front of me, I would have the 
opportunity to raise questions about the statute's meaning. 

I think the concept of expectation of confidentiality is a slightly 
broader one, and tends to encompasss the kinds of situations that 
we have been concerned about. 

Senator Bond. Does that get at the analyst, though, the guy who 
puts together the mosaic, the Dirks that comes and says, 'Eureka, 
I've put it all together"? 

QUESTIONS OF TIPPEE UABIUTY 

Mr. Langevoort. I find questions of tippee liability— essentially, 
an investment analyst is somebody who's received information on 
the corporation — very difficult to handle under a concept of duty. I 
find the wrongfulness concept useful because in the situation 
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where the insider has communicated information to the analyst 
under the t3rpe of detailed questioning that Mr. Bialkin described — 
where it appears that the insider is trying to communicate infor- 
mation in order to make information to the public available — that 
doesn't meet the standard of wrongfulness. 

On the other hand, there have been a number of cases — includ- 
ing some very notorious ones in the last decade — where insiders 
have talked to £malvsts who have been favoring the comp£my in the 
past or who have been saying nice things about the company to 
their shareholders, and have said, ''You're our favorites; here's 
some inside information." Again, I think the wrongfulness concept 
is useful there because it says that that's wrox^. It's not the sort of 
thing I would want to see legitimated by this legislation or any 
Commission rule-making. 

The specific answer to your question is that I would deal with 
the liability of true insiders under a standard that emphasizes the 

Sresence of a reasonable expectation of confidentiality. I would 
eal with all tippee liability questions by turning to the antitipping 
provision that is separately written into S. 1380 and the reconcilia- 
tion draft, which says it is unlawful to communicate information 
where a foreseeable effect is trading. I would simply make anybody 
who receives and uses information, knowing or recklessly disre- 
garding that it was a violation of the antitipping provision, liable 
themselves. That's how I would take care of the tipping. 

Senator Bond. Professor Cox, I expressed earlier my confusion 
over the difference between 16(a) and 20(a) on the derivative liabil- 
ity for a controlling person. Can you help me out? Which way 
would you go? 

Mr. Cox. I have a lot of problems with that, too. Senator. What 
I'm troubled about is primarily the inability to sort of flush out 
what's behind trjdng to rein in to some extent the employer's re- 
sponsibility here. 

I sense that what they were trying to do was to carry forward, 
unlike what the Chairman of the SEC was saving— I believe they 
were trjring to carry forward the learning of 20(a) responsibility as 
it applies to brokerage houses. When we just look at the statute, 
20(a) in the 1934 Act, it has a good faith term in it and that term 
in the case law has taken on a unique interpretation as it applies 
to brokerage houses, so that the brokerage house is able to satisfy 
the good faith requirement if it has a reasonably designed and sys- 
tematic way of trjdng to detect whether there's wrongdoing going 
on in the house. 

That defense is not in existence when we talk about just the reg- 
ular corporation being responsible for misleading press releases of 
its chief financial officer. There, the question is not one of whether 
there's a reasonably designed detection method. It's a question of 
scienter or knowledge, et cetera. 

So what I think that we're actually trying to do with this provi- 
sion is to summarize very quickly and too hurriedly the case law 
applying to brokerage houses, but it leaves completefv up in the air 
the question of what level of participation we re talking about to 
make one a controlling person. 

So I find it a hopeless morass. Then, as I mentioned to you earli- 
er. Senator, I am real troubled that this doesn't even reach the con- 
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duct of tipping, which is where the real problems are for I think, 
investment analysts, passing on information, not receiving it, but 
brokers and analysts passing it on to others. There is no clear em- 
ployer responsibility for wrongful tipping in either one of these two 
bills. 

Senator Bond. Would you eliminate the 16(a) provision? 

Mr. Cox. Yes. My preference would be that the legislation should 
have a focus of legitimizing the misappropriation theory for en- 
forcement purposes. I would not like to see this legislation become 
exclusive because I think one thing you do there is you throw out 
the window 20 years of cases, hundreds of cases, which have 
fleshed out the concerns that others have raised about materiality, 
what do we mean by "in possession", what do we me£m by ''an in- 
sider". We should not lightly throw that aside, particularly when 
you find that the history of the securities laws is broadly remedial 
and that the rights are cumulative. So I would throw out all refer- 
ences here to control person responsibility, allow the control person 
provisions of 20(a) to carry forward, along with the unique line of 
cases that deal with the brokerage houses and respondeat superior 
liability. If this Senate doesn't believe in respondeat superior, don't 
single out insider trading. Do it across the board and abolish it. But 
I don't think you want to do that, and that is what I would carry 
forward. 

Senator Bond. I have one quick question on Professor Lange- 
voort's standard of reasonable expectation of confidentiality. Do 
you like that? 

Mr. Cox. I think it's quite workable. My concern is that we've 
got to anchor this in an objective standard and not something 
that's purely private. Along the way, I think we've got to be very 
concerned here with why the Federal securities laws are aimed at 
this problem. Certainly the Federal securities laws are not purely 
aimed at protecting employer expectations. They are aimed at pro- - 
tecting securities markets, investors, the aggregation of capital,^ 
and the legislative history should reflect that. 

What that does is support the idea that these expectation!^ 
cannot be waived by the employer and employee. 

Senator Bond. Thank you, Mr. Chairman. 

Senator Riegle. Thank you, Senator Bond. 

Senator Hecht. 

Senator Hecht. Thank you, Mr. Chairman. 

Mr. Langevoort, you mentioned about confidence, how importai^H 
this is. Let's look at the facts. After Boesky's affair was in the fron^ 
page of the papers, the Wall Street Journal, the New York Tim&^tfs^ 
every paper around the world, which was heralded as one of tlr^ae 
worst scandals of all time, what happened to volume? It went xzp 
dramatically. We had the largest volume after that — in fact, there 
was too much euphoria in the marketplace, which means it dddn't 
mean one iota. The people continued to buy stocks and they had 
confidence or else they wouldn't have been buying stock. But rij^t 
after the Boesky affair — I don't say that he triggered the volume— 
but it certainly was not a deterrent to volume. Do you agree on 
that? 



Digitized by 



Google 



91 

Mr. Langevoort. In the short run, I doubt that you could say 
that any event regardmg insider trading has an impact on invest- 
ment. 

CONCERN FOR THE TYPICAL INVESTORS 

The people we're concerned about are the tjrpical investors, not 
the ones who are actively trading in the marketplace on a day-by- 
day basis. They're going to trade anyway. We're talking about the 
long-term buy and hold investor, the one who provides the liquidity 
in &e marketplace — a liquidity that I think the events of the last 
couple of months point out is quite important. Those are not people 
who immediately react to events, positive or negative. 

What we're talking about is a timeframe of a couple of years, or 
maybe a decade. If the perception becomes part of the culture of 
America that insider trading is the way you win in the stock 
market, I'm afraid those long-term investors — the people whose 
trading decisions don't show up every day — are the people we 
might lose. 

Senator Hecht. Well, we have a difference of opinion on that. 

Mr. Bialkin, you touched the No. 1 point that I've had on my 
mind. We do not want to prohibit new financing, new underwrit- 
ing. 

Now these underwriting firms, I don't know how m£my dajrs 
sometimes they listen to this pitch from this group and this pitch 
from this group, we're going to do, we're going to do that, or we're 
going to bring this person into it, we're going to take over this com- 
pany and we're going to be another General Motors, but they're 
the ones that have to underwrite. So they are given all this infor- 
mation. We cannot stop— and you brought that out more eloquent- 
ly than I am talking — but we cannot stop that t3rpe of transaction 
in Wall Street. 

Do you want to add anything? Because if we start making every- 
one scared to say anything or scared to say we've got a new prod- 
uct, we've got a new battery that's better than any battery in the 
world and we're going to market it, and the underwriter hears a 
pitch and then they send it out to their people, this is what con- 
cerns me, that we're going to stop what Wall Street has done so 
well for so long. 

Mr. Bialkin. I would agree with that. I would just supplement 
Professor Langevoort's statement, with which I don't disagree, by 
simply sa3ring this. I don't know and I don't think anybodv else 
knows really how insider trading affects markets. No one knows 
whether it really does. 

However, I think for a free society, a society of notions of equali- 
ty, it's unacceptable that a marketplace exists which doesn't 
outlaw and prohibit it in the sense of maintaining the inte§prit^ of 
the marketplace. It's not important to measure whether insider 
trading does or does not have a material dollar impact. There are 
some very respected people who suggest that insider trading has a 
salutary effect on the marketplace because it enhances the efficient 
market theory of events. I don't happen to subscribe to that. 

I subscribe to the concept that you outlaw it and yt prohi it 
and you police it simply because you want a market— * 
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dollar impact — that has a reputation for honesty and integrity and 
fairness. The whole issue is how you come about it. 

I don't think we should be forced to assume a quantum analysis 
because to me it's less quantum and more quality that we're inter- 
ested in» the quality of the marketplace, and the question that you 
have to consider is whether the balance of legislative imperatives 
are being served or not served by the particular provisions. 

We have raised no criticism at all about the definition of wrong- 
fulness and possession, but we think the fundamental thrust in 
terms of what it is you're concerned about here is entirely healthy. 
Our concerns have to do with the technical workouts and the po- 
tential impact on people trading and the freedom of choice and ac- 
tivity in the marketplace. We simply urge you to reconsider in the 
light of these other comments. 

CRIMINAL INTENT 

Senator Hecht. To oversimplify something, no one has men- 
tioned intent today. I think that should be considered because 
these people that we're talking about, every case that I knew any- 
thing about, they had criminal intent. They wanted to go out and 
conspire. Now they're criminals. 

Now it's very, very hard to legislate against a criminal who goes 
out to conspire. I think we've got to differentiate who has criminal 
intent and who, by acts pursuant with their underwriting, may 
have put information out. 

Do you agree on that? 

Mr. BiALKiN. I do, sir. I think the statute passes the issue of 
intent by relying on the concept of wrongfulness, and we haven't 
analyzed that, but I personally believe wrongfulness implies an ele- 
ment of intent, scienter. That is, if something is wrongful and the 
person knows, this statute requires that he knows that that's the 
case, it's not the precise specificity of requirement of intent, but it's 
close enough so as not to give me £uiy problem. 

Senator Hecht. Mr. Chairman, this is a very, very important 
issue and I would like to ask that after you are all ready and you 
have legislation prepared, rather than rush, give us 2, 3 or 4 weeks 
so that we can take this particular legislation and pass it out to 
panels such as this and just see what the final product is. We are ^ 
dealing with the very heart of America right now with our indus- -^ 
trial worth of America. There's been 13 million new jobs created in ,m, 
the last 8 years, mostly by small companies who have been able toi^: 
go in and on a sales pitch hit an underwriter and were able to con — ^ 
tinue. We don't want to stop that. 

I think there are a lot of pitfalls, a lot of ditches we want tc^ 
avoid on this. I think we should proceed very, very slowly, anc^ 
when we do come up with the legislation that we're going to b^» 
asked to vote on, I would like to have all the best brains I can ge^-^ 
together before I act on that. 

Senator Riegle. Well, let me say to the Senator that what w»i*-= 
have done here is to proceed in exactly that fashion. We have gon— 
out, I might say exhaustively, because these are very complerii: 
areas of law and we've asked the chief practitioners to involv — 
themselves now over a period of several months, systematicall^p^ 
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step-by-step, concept-by-concept, case-by-case, so there has been, I 
daresay, thousands of hours of effort that have been '^.ow invested 
by the witnesses at the table and a very large additional group of 
people. That work has led to the various proposals and the adjust- 
ments in the proposals that we have seen. 

So I think we have all approached this area with the same sense 

of care and sensitivity that the Senator speaks about in terms of 

the importance of understanding precisely what we're doing and 

having a thorough debate. We haven't finished it by any means 

and we're continuing today. I don't know that there's been a time 

in recent history where this area of law has been as exhaustively 

examined and debated and argued as we have been doing now over 

a period, as I say, of several months. We are not finished. We are 

^oing to continue with that same microscopic attention to these 

questions. 

Now that doesn't mean in the end that everybody is going to see 
t;his exactly the same way. I have found, not being a securities 
lawyer, that securities lawyers are quite capable of seeing the same 
situation in a very different way. There are differences of opinion. 
One of the things that I'm learning is the fact that we will never 
I>recisely have everybody in absolute lineup of agreement here. 

But I do think we are close to a growing consensus, albeit with 
some differences of opinion. But we're not going to rush to com- 
plete that process and I feel very strongly every member of the 
subcommittee and the full committee should be abreast of what is 
liappening, to be able to participate in this discussion, to see what 
^^ve have, to digest it, and to take it back out and talk to people 
l3efore we come in and actually vote on it. 

I feel as strongly about preserving the carefulness and the integ- 
rity of that process as does the Senator. 
Senator Hecht. I thank you very much. 

Senator Riegle. I want to thank the witnesses today. I think 
'we've built a good, strong hearing record and we are most appreci- 
ative. 

The committee is in recess. 

[Whereupon, at 12:30 p.m., the hearing was adjourned.] 
[Additional material supplied for the record follows:] 
[Response to written questions of Senator Riegle follows:] 
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RESPONSE TO WRITTHJ QUBffTIONS OF SENATOR RIEGLE FROM 
DONAIiS C. LANGEVOORT 

Decenber 23, 1987 

The Honorable Donald W. Rlegle, Chairman 

Securities Subcommittee of the Committee on Banking, 

Housing and Urban Affairs 
United States Senate 
Washington D.C. 20510 

Dear Chairman Rlegle: 

I am pleased to respond to your letter of December 21, 
1987, posing some additional questions regarding the 
appropriate legislative response to the problem of Insider 
trading beyond that covered In my December 15 testimony. I 
have set forth my responses below In the order In which your 
questions were asked. 

1. Why prohibit inaidmr trading? 

Km I indicated in my prepared statement, I believe that 
Insider trading is fundamentally incompatible with the 
concept of a free and open Becurities marketplace. While I 
realize that there is no empirical proof one way or the 
other on the question of whether capital formation in the 
United States would be adversely affected by a public 
perception that insider trading is prevalent, I am concerned 
that any increase in a level of public distrust of the 
markets -<- whether because of insider trading, or 
volitmty, or any other cause — could in the long run have 
unfortunate consequences. Given that^ and finding no 
convincing reason why insider trading should be permitted, I 
am convinced that a proscription is desirable. 

In addition, there are two other reasons for 
prohibiting insider trading. Permitting such trading would 
create a serious conflict of interest for co&pany executives 
with respect to pi;blic disclosure of material nonpublic 
Information. Information otherwise ripe for disclosure 
might be withheld to the extent that insiders believed that 
profit opportunities existed so long as the information 
remained undisclosed. That would be contrary to the full 
disclosure philosophy of federal securities regulation. 
Moreover, insider trading profits represent compensation 
received as a result of employment with the issuer, yet Is 
not disclosed to shareholders the way other forms of 
remuneration are. This, too, is contrary to the full 
disclosure standard. 
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2. Factual Scenarios. 

(a) The stand^ird for tipper llahllity. I agree with 
the r«conci nation draft that tipping should expressly be 
prohibited under a standard that makes it unlawful 
wrongfully to comibunioate infomation where trading i^ 
reasonably foreseeable. As 1 indicated in my testimony, I 
bel ieve that the wrongfulness concept should speak in terms 
of coniDunlcation of information that is subject to a 
reasonable eitpectation of confidentiality, rather than 
requiring a finding of a breach of a fiduciary-like duty. 
Under this standard, a person who facilitates tippee trading 
by communicating confidential information other than in a 
good faith effort to publicize it would be held liable. 

(b) Tho standard for tippoo liability. I feel 
strongly that the standard for tippee liability should 
virror the anti>tipping prohibition^ rather than be part of 
the trading proecription applicable to true insiders. Thus, 
I would make it unlawful for any person to trade while in 
possession of information if that person knows (or is 
reckless in disregarding) that it has been oonmunioated in 
violation of tbe anti*tipping prohibition. This simple 
revision would eliminate n&ny of the difficulties now in the 
bill with respect to determining when tippee trading 
constitutes an indirect breach of a duty of loyalty. 

(c) Institutional liability: trading for its onm 
account. An institution should be liable when one or more 
of its employees or agents causes it to purchase or sell 
securities and that employee or agent possesses tDaternial 
nonpublic information that is subject to the trading 
proscription (i.e., the use of which would be cone ide red 
wrongful) . I do not believe that the question of liability 
should vary depending on whether the person causing the 
trades was a high level official, or on whether the 
institution had taken steps to caution its employees against 
insider trading. The fact that it was the purchaser or 
seller should be determinative. 

When the employee or agent possessing the material 
information did not cause or otherwise influence the trade 
(and the burden of proof should be on the institution on 
this issue) I consider liability inappropriate. The fact 
that the institution did not have an adequate Chinese Wall 
seems insufficient to impose the sorts of penalties that 
true insider trading warrants. 

I do believe that the legislation should add a new 
subsection to section 21 of the Securities Exchange Act to 



Digitized by 



Google 



96 



require controlling persons to take such precautionary and 
supervisory procedures a A are reasonable under the 
circumatancee to prevent unlawful insider trading 
(Alternatively, or in addition, the Cammisslon could be 
given rulemaking authority to eetablish euch atandarde) . 
Presumably I a failure to have a reasonable Chinese Wall 
would contravene such a provision. However enforcement of 
this sort of rule ehould be via injunctive relief only — 
requiring appropriate corrective neaeurea not civil 
penal Ites, disgorgement or criminal sanctions. 

(d) InstitutionAl liability: trading by amploys. 
When an employee trades outside the scope of his eidployment, 
without any intention to benefit his employer, employer 
liability is inappropriate. As noted above, a firm that has 
not taken reasonable steps to prevent ineider trading by its 
employees should be held to violate a separate statutory 
duty, and thus be subject to injunctive or other equitable 
relief. However, it should not be held liable for the 
trading Itself. 

I believe that where a firm puts an employQe In a 
position to defraud a client or customer the firm should be 
responsible for any actual Injury caused to the client or 
customer, including injury by insider trading or tipping, 
without regard to whether the individual wrongdoer intended 
to benefit his sjuployer. However I consider this liability 
issue a natter properly for state law; It should be enough 
to indicate in the legislative history that such state law 
remedies are not preempted by this legislation. 

e) Jnstitutlonai tipping. Tipping by an employee 
within the scope of his authority (e.g., a tip by a 
stockbroker to impress a valued client of the firm) should 
lead to institutional liability. Kowever, where the tip Is 
solely for the employee's own benefit (e.g., telling a 
friend or relative) , then liability Is Inappropriate. 

(f) institutions as racipiants of Information, The 
Institution should be liable for any trading for its own 
account when (1 it is an insider <e.g* an in vestment 
banking or law firm with respect to trading in its clients' 
securities) or {Z) any of its employees or agents are in 
possession of information that is subject tc the trading 
proscription (either because they are insiders or tlppces) 
and such employees or agents cause the trades in question 
(see response to Item 2(c) supra). 

3. Defining matariality. Mr. Blalkln made two 
separate suggestions along these lines. One Is to define 
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■aterial infoxwiti<m in tmrmm of inforBati<m that, if 
disclosed, would be likely to have a subetantial inpact <m 
the aarket price of the aecorities. Although I am unsure 
hov nuch of a difference this r^resents over current lav, I 
find it an ^ipealing suggesticm. To ne, the essence of 
insider trading is trading vith an expectation of such a 
subsequent narket ispact. Mr. Bialkin's proposal — which 
is drawn tram the Aaerican Law Instituts's proposed Federal 
Securities Code and its standard of a 'fact of special 
significance' — would sisply tie the law to that noti<m. 
Such a def initi<m might be of assistance in naking clear 
that the great bulk of inforaation received from coapany 
sources by investeent analysts is not subject to the trading 
proscription . 

On the other hand, I strongly disagree with Mr. 
Bialkin's suggestion that the legislation distinguish 
bet w e en issuer and 'narket' information. I consider 
liability appropr iats whenever a person wrongfully takes 
advantage of information that, when disclosed, would be 
likely to affect the price of the issuer's securities, 
regardless of its source or nature. If there is a problem 
with the coverage of the law, it should be addressed in the 
secti<m on liability itself, not through a strained — and 
ultimately illusory — distinction between types of plainly 
relevant information. 



I hope that these responses have been useful. If I 
be of any further assistance to the Subcommittee as the 
drafting process continues, please let me know. 
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m^SPO'^Sn TO V^JTTGN QfJESl'lONS OF SENATOR RTET^LE PROM 
JAMES n. COX 



Please consider ' 'li s my cesponse to the questions submitted 
o m ? by Senator Riegie ia aid letter of December 21, 1987. I 
ave attempted to be brief in my response, even though the 
questions can each entail a lengthier response. I trust this 
ill be useful to you and your staff. 

: , What purpose is served by proscribing insider trading ? 

My testimony to the Subcommittee on December 15, 1987 opens 
ith the statement that Carpenter v. U.S. makes the express 
tatutory proscription of insider trading imperative. It is my 
elief that the ambiguity in the Supreme Court's even division in 
arpenter will interdict the government's enforcement and 

ieterrence efforts. Uncertainty as to the future viability of 
he misappropriation theory erodes the assurance that misconduct 

A ill be successfully prosecuted. When prosecuted, defendants 

xill trade the uncertainty created by Carpenter for a lighter 
anction because the enforcment personnel have justifiable fears 
hat any enforcement predicated upon a theory of misappropriation 

vill, after Carpenter , not withstand appellate review. 

Insider trading is not socially or economically useful. 
■Be, Cox, Insider Trading and Contracting: A Critical Response To 
T^ne "Chicago School," 1986 Duke L. J. 628, 642-55. Moreover, 
; nsider trading causes a good deal of harm. As stated in my 
' estimony to the Subcommittee, there is growing evidence that 
' "isider trading accompanies abusive disclosure practices in which 
^^rporate personnel or market professionals delay or otherwise 
lake false disclosures for the purpose of increasing their 
Insider trading profits. Two such cases are In re Orfa Sec. 
' .it,, [1987 Transfer Binder] Fed. Sec. L. Rep. (CCH) 193,225 
(D.N.J. 1987) and Froid v. Berger, [1987 Transfer Binder] Fed. 
Sec. L. Rep. (CCH) 1|93,201 (D.N.J. 1986). Even more troubling is 
that those in possession of inside information have manipulated 
? eal economic (corporate) events so as to maximize their insider 
^:cading profits. For example, Messrs. Boesky and Levine made 
massive purchases of FMC common stock to force its management to 
increase the consideration to be paid to the common stockholders 
; -I FMC's confidential restructuring plan. See FMC Corp. v. 
Boesky, [1987 Transfer Binder] Fed. Sec. L. Rep. (CCH) \ 
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93,223 (N.D. 111. 1987). In the face of evidence showing the 
connection of insider trading profits and manipulative conduct, 
it is a demonstrably sound regulatory response to not only 
proscribe the manipulative practices, but also to proscribe the 
insiders' trading profits which can be the insiders' or market 
professionals' incentive to manipulate disclosure practices, 
stock prices or economic events. Indeed, our proscription of 
insider trading can be justified as a necessary prophylaxis to 
remove the incentive corporate personnel, market professionals 
and others may have to engage in a wide array of abusive and 
manipulative practices. On this point, we are informed by the 
reasons offered by the Congress in 1934 when it made its first 
and most direct attempt to curb insider trading by enacting of 
section 16 of the Securities Exchange Act of 1934. The 
legislative history of that provision reflects that Congress was 
concerned that insider trading can lead to abusive and 
manipulative collateral practices. See S. Rep. No. 792, 73d 
Cong. 2d Sess 9. It therefore enacted the short-swing profit 
provision to remove one incentive for certain defined insiders to 
engage in manipulative practices. 

There is also the pervasive concern among academics, 
businessmen and market professionals that insider trading erodes 
the integrity of American capial markets and thereby interdicts 
their allocational efficiency. The insider who trades has few 
defenders. Most individuals correctly view insider trading as 
harmful to the efficient flow of information to securities 
markets. While markets are not composed of players with the same 
endowments. For example, some have greater resources than 
others, the game becomes an unfair one when any participant plays 
with "loaded dice." A trader in possession of inside information 
plays with loaded dice. The number of participants in our 
capital markets would be significantly reduced if insider trading 
were legalized. With both investors and capital diverted to 
other activities, the cost of capital to American corporations 
would increase and a serious problem of resource allocation would 
arise. It should be emphasized that those discouraged by insider 
trading are not just the "small investor." Even market 
profGSBioaals are seriously threatened by insider trading. 
Consider, for example, that illegal insider trading profits in 
the ANAX case led to the failure of two options trading firms who 
had the misfortune to trade with the defendants in that case. 
See Longstreth, SEC Battle against Insider Trading Is Worth the 
Effort, Legal Times ^ May 10, 1982, at 16, col. 2. Furthermore, 
the direct or indirect approval of insider trading necessarily 
will lead to the ill effects of a Gresham's Law in which bad 
market practices drive out socially worthy market practices: the 
analyst whose views are available to the public will be replaced 
by the bribe paid for inside information which will then be 
available only to the few. 

In sum, insider trading has little to commend itself and 
there are a good many reasons to believe and know that insider 
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trading is extremely harmful to the operation of our securities 
markets as well as American corporations. 

2. Should a separate definition of "materiality" be included in 
any legislation proscribing insider trading ? 

This is a bad idea. The first SEC insider trading 
prosecution occurred 27 years ago. Since that time a rich and 
thoughtful case law has developed which defines what is and what 
is not material information. It would be a serious mistake to 
throw that body of law out and replace it with a statutory 
definition of materiality. A statutory definition of materiality 
could never provide the certainty and wisdom of 27 years of 
litigation producing hundreds of decisions giving meaning and 
life to the meaning of materiality. Furthermore, a definition of 
materiality, no matter how well crafted, will certainly allow too 
many cases worthy of prosecution to "fall between the cracks." 

In his testimony before the Subcommittee, Mr. Bialkin 
forcefully and unequivocally stated that advising clients on 
possible insider trading questions is among the easiest tasks a 
securities lawyer performs. I stated in my oral presentation to 
the Subcommittee that insider trading cases are not "whoops" 
cases; the insider is aware he is in possession of confidential 
information and is well aware that information is material and 
knowingly trades on the basis of that information. Accordingly, 
concerns of fairness do not even require that materiality be 
defined. 

In sum, a statutory definition of materiality is not needed 
for clarity; such clarity is currently provided by a highly 
developed, informative case law. That case law does not reveal a 
single instance in which any insider trading case defendant has 
been disserved by the current case law definition of materiality. 

3. Response to Tipping Hypotheticals; 

Introduction: As I stated in ray written submission to the 
Subcommittee as well as my oral presentation, tipping and tippee 
practices should be regulated in the same manner as approved by 
the Supreme Court in Dirks v. SEC, 463 U.S. 646 (1983). In 
Dirks, the Supreme Court held that a tippee and a tipper violate 
the antifraud rule only when a tip is improperly made. The Court 
narrowly defined when a tip is improper so that a tip is improper 
only when "the insider receives a direct or indirect personal 
benefit from the disclosure, such as a pecuniary gain or a 
reputational benefit that will translate into future earnings." 
Id. at 663 The sole exception to the requisite receipt of a 
pecuniary gain is when the tip is "to a trading relative or 
friend." Id. 664. Dirks embraces a clear and certain standard by 
which to resolve whether a tip ahd trading on a tip is 
unlawful. The wisdom of Dirks is its recognition that a less 
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certain a standard would be dysfunctional for the efficient 
operation of capital markets. Investment analysts deprived of a 
brightline standard defining unlawful tipping must proceed at 
their peril whenever their efforts yield from a corporate source 
new information. Certainly the dynamic that the securities laws 
ought to foster is the market professionals* aggressive pursuit 
of corporate information, confidential as well as public. To be 
sure, their pursuit should not be completely unregulated. The 
Supreme Court in Dirks wisely introduced a highly workable 
restraint on the analysts* pursuit of information: a pecuniary 
gain to the tipper. I believe that Dirks has served us well and 
commend its formulation to the Subcommittee. 

I will now answer the tipping hypotheticals in the order in 
which they appear on your letter. 

a) > An individual who coiges into possesaion at inside 
information does not personally use the infocmat ion, but passes 
it along ja "tipper") to anothecperson who then uses the 
information to. trade securities (a " tippee^j : When should the 
tipper be liable? ' ' 

Consistent with the above introduction, I would hold the 
tipper liable if his tippee were a friend or relative or the 
tippee conferred upon the tipper a pecuniary gain. I believe it 
would be a rare case in which a tipper would ever deliberately 
relay to a tippee with knowledge that his tippee will trade. 
This kind of tipping would can be expected to occur, and 
generally has always occurred, only in cases in which the tip is 
circumscribed as being impropery under Dirks. It should also be 
remembered that corporations take great steps to preserve the 
confidentiality of their information and their employees are 
usually aware of their employer's concern. If there is no 
pecuniary gain and no tipping to a relative or friend, I believe 
the proper complainant would be the employer vis-a-vis its 
employee, but that action does not occur under the federal 
securities laws. 

b) . A tippee receives inside information from another person and 
trades securities on the basis of that information; When Should 
the tippee be liable ? 

Consistent with the above introduction, the tippee should be 
liable only if he is a relative or friend of his tipper or the 
tippee is aware that he or another h as conferred a direct or 
indirect pecuniary benefit upon the tippee as the "price" paid to 
obtaining the selective disclosure. This is a brightline test 
which assures certainty and, therefore, maximum deterrence. 

c) An entity comes Anto possession of inside information and 
uses that information to tcade securities; When should the 
ir^stitution be liable ? 

The entity is in no different position than the individual 
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referred to in b) above. Each has knowingly traded "on the 
basis" of information secured from another. The liability of the 
entity is resolved in the same manner that it was for the 
individual in b) : if not affiliated with the tipper, then it will 
be liable only if it is aware that one of the entity's employees 
or another has conferred a direct or indirect pecuniary benefit 
upon the tippee. 

d) ■ An employee of an institubiuon trades on inside inioiriDation: 
When should the instj-tution be liable? . ^ , 

There are two bases underwhich an institution can be held 
liable. One is the statutory controlling person provision of 
section 20(a) of the Securities Exchange Act of 1934. The second 
is under traditional agency law considerationsr the most 
important being that of respondeat superior. 

As a controlling person, the employer avoids liability if it 
can demonstrate its "good faith." Within the context of the 
securities laws, and especially as applied to brokerage houses, 
this defense is established whenever the brokerage house has 
maintained a reasonably designed program to deter and detect its 
employees unlawful tipping - trading practices. The advance 
sheets report instances in which brokerage firms have 
successfully established their "good faith" defense with a 
modestly designed and staffed securities law compliance programs. 

An important feature of our common law heritage is the 
vicarious resonsibility of employers for the misbehavior of their 
employees committed within the scope of the employee's 
employment. This occurs under the doctrine of respondeat 
superior. The reasons for vicarious liability are well 
established both within and without the federal securities 
laws. Only the Ninth Circuit Court of Appeals has held there is 
no respondeat superior liability under the federal securities 
laws. It should be borne in mind that an entity will be liable 
under respondeat superior only if its employee tips or trades on 
a tip "within the scope of his employment." Thus, a tip or trade 
on a tip will expose an employer to vicarious responsibility only 
when its employing is acting on behalf of the employer. 

As my prepared statement to the Subcommittee and oral 
testimony emphasized, the Congress should not retreat from either 
the present configuration of controlling person liability under 
section 20(a) of the Securities Exchange Act of 1934 or the 
application of respondeat superior liability. Indeed, there is 
no evidence in the advance sheets that either basis of liability 
has been imposed upon employers when their employees have engaged 
in unlawful tipping or trading. The reason for the dearth of 
control person or respondeat superior liability for tipping or 
insider trading is that those offense usually involves an 
employee's abuse of his position in that the employee invariably 
acts to reap a secret profit solely for himself. In sum, there 
is no reason for the there to be any change in the law on the 
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question of employer liability. 

e) , An entity that possesses inside information does not itself 
use that information to trade securities, but communicates the 
information to another person or entity, who then uses the 
information to trade securities; When should the entity be' liable 
in this situation ? 

The answer to this question is set forth in my answer to 
hypotheticals c) and d) above. In sum, it depends upon whether 
there was an improper tip ala Dirks and whether the entity can 
establish its "good faith" defense under the controlling person 
standard as well as that its "tipping employee" was acting 
outside the scope of his employment. 

£) , An entity receives insider information from another person 
and trades securities on the basis of that information; When 
should the entity be liable?" 

My response to this question is the same as that to question 
c) • It should be emphasized that the information in this 
hypothetical must be material, that the trading defendant or its 
employees must know it was material and knowingly trade for the 
employer's account or otherwise within the scope of their 
employment trade while the themselves are in possession of said 
information. 

This concludes my respone to the questions. I very much 
appreciate the opportunity to serve the Subcommittee and you. 
Please do not hesitate to give me a call if I can be of any 
further use; as life would have it, I am in Washington fairly 
frequently and I would be happy on such a trip to meet with you 
or your staff to be of whatever service I can. 




^James D. Cox 
Professor of Law 
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Proposed Insider Trading 
Legislation 



Dear Sirs: 



The Committee on Securities Regulation of 
the Banking, Corporation and Business Law Section of the 
New York State Bar Association (the "Committee") 
appreciates the opportunity to express its views with 
respect to the Securities and Exchange Commission's 
proposed legislation to define and prohibit insider 
trading. 

The Committee is composed of members of the 
New York Bar practicing principally in the field of 
securities regulation, and includes lawyers in private 
practice, in corporate law departments, in law departments 
counseling certified public accounting firms, and other 
areas of practice. The views set forth in this letter are 
the views of the Committee and do not necessarily reflect 
the views of each of its members, the organizations with 
which its members are associated, the New York State Bar 
Association or its Banking, Corporation and Business Law 
Section. 
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As you are aware, on July 20, 1987 the Comaittee comaented 
by letter (a copy of which is enclosed) to Senator Riegle on S.1380, 
The Insider Trading Proscriptions Act of 1987, and the explanatory 
aenorandun accoapanying the proposed legislation. At that tiae the 
Coaaittee aade the following coaaent with respect to the need for 
the legislation: 

"AS we wrote to the ad hoc coaaittee, it is the view 
of the Comnittee that there is no prttting need for 
leglftlatlon elthvi: to dsflne th* vltnent« o a violation 
bated on the nisu£e ot naterial nonpublic Inforraitlon or 
tP r«ver«B egi«l«tivaly the results ot recent federal 
c rcuit court «nd £upr*n« Court decisLont in particular, 
the Comml ee t^Tt^K is«u« vith the assertions in (and tone 
of the explanatory aienor^nduB th«t there is currently 
such unc*ctainty And ItcY at cla ty in the law that 
additional legislation ■ called for 'both as a aatter of 
fundaaental fairness o these who seek to confora their 
conduct to the Law and to facll tate expeditious 
prosecutions when vioXatlon« occur.' On the contrary, the 
Connittee bellftves that the developaent of the law in this 
area by judicial decision, while not without soae 
inconsistencies, has provided reasonably clear standards 
of conduct." 

We also saidt 

"Should the Supreae Court discard or severely liait 
application of the Mi&ApprDpri ation theory in deciding 
[United States v Carpenter], there aay be a need for 
legislation In this area. However, there is no reason 
presently to think that this wi be the result. 
Accordingly, the Covjnlttee recommends against further 
effotts to pass S.1380 or any other proposed legislation 
seeking to codify the law of Insider trading at this tiae. 

On Noveaber 16, 1987 the Supreae Court decided 
Carpenter , affirming by a four to four vote the conviction for 
securities a^s violations without Rxpre Ing einy views on the 
alfiappropr ation theory and a o affirming by tin elgh to zero vote 
the convictions for wire and mai fraud violations. Accordingly the 
lav as stated in sec v. Hat^ria , 745 P. 2d 197, 203 (2d Cir. 1984), 
cert denied, 471 U.S. 10B3 jl^Ab) - "one who aisappropriates 
nonpublic inforna on in breach of a fiduciary duty and trades on 
that infotn^tlon violates Section 10(b) and Rule lOb-5" - reaains 
the law fcr purposes of the government asserting a criminal or civil 
violation of the securities laws. Additionally, it is also clear 
that there is a criainal reaedy under the federal aail and wire 
fraud statute for the aisappropriation of aaterial nonpublic 
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information. 

Tht Coaaitttt is still of tht vitv that thtrt is • 
tvAfeonably clear itt cf standards in plact dtaling vlth th* conpltx 
Itsufts rtlktlng to tht ust of nsttrial non-public Information In 
connfctlon vlth tht trading of publicly htld stcuritlts- in tht 
tvtnt that thv vli«ppropf iatlon theory is in tht futurt dlicardtd or 
a«v*t«ly lialttd by tht Suprtnt Court it may bt ntcts^ary to codify 
standards contideitd appropriatt at that tint but tht Conmlttee la 
of tht vitv Chat thtre art not significant benefit* to bt gaintd 
fcoA the present Itgislative initiative. Contequently, tht 
ConuDUtee reaffirms iti reccninendlatlon against further efforts to 
codify tht lav of insidtr trading et thie tints and dleagrtts with 
tht rtasons profftrtd for its enactnent 

We art avsre that timers is still significant iaipttus 
for Itgislation in thip arte As ve understand the situattorir la 
addition to 8.1380, and the Covnli lion's propDial , thert la ■ 
"Reconciliation Draft" of S 136 vhich is being proffered by som* of 
tht mtmbtrs of tht "ad hoc comnittee* In the clrcuKStanctif it is 
possible that Congress say decide that Itgislation Is sppropriat* at 
this timt. Accordingly our comments are given in order to tspf*** 
our concerns with respect to vsrious aspects of the Coanlsslon'a 
proposal and to be helpful in shaping legislation {should Congress 
conclude that it is necessary) which will achievt the goals va 
outlintd in our July 20 Ittttr to Stnator Ritglt. Nt would 
apprtciatt tht opportunity to consult with tht Commission and 
Stnator Ritglt's staff as this fluid situation dtvtlops. 

Commtnts t 

1. In the first legislative finding, tht bill makas 
rtftrtnct to mattrial nonpublic information relating to "an Issuar 
of securities o a particular security or a group of securities". 
Ne suggest that the rafecenct in the findifig and elsewhere in thm 
proposed legislation be solely to naterlal nonpublic information 
relating to a secu ty The Committee acknowledges that industry 
specific informatian and infoimiitlon cancetning narlitts can b* 
mattrial in ctrtain circumstancts but there s already a great d«ml 
of lucid discussion in tht cases and elcewhece as to what 
constitutes aatt ial information with reipect to the purchase or 
sale of a security. Simply put, there la no need for this 
legislation to refer to anything other than aaterial nonpublic 
InfOEraatian with irespect to a security. All that is relevant is 
thuE adequatily covtred To do vore creates ambiguity by raising 
quest icns as ta the possible intent of the legislation to expand on 
prtstnt notions of mattriality. 

2. Thtrt is considerable ambiguity in paragraph (b)(i) 
regarding the elements of culpability. For an insidtr, i.t., ono 
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who has not obtained Info mat ion vfongfully, ther« mist ba "a 
wcongEul u^* at tucrh information* f«apha<l» addadK Thus, for such 
a p«rBDD,~tK«Tt must ba pott*»«ian £lui ute. On tha other hand, for 
a tlpp** to bv found to hava violateS^ha »etlon, all that is 
fflquired ii for him to purcha«v at i*ll a aecurity vhile in 
poaaaialon of auch inforsatlon. by affecting a purchast or sala, ha 
It d«eiB«d to hava usad tha Infartt^tlon lubjfct to any defence 
avallablf undvr paragraph (b| 2 Tti*ra leetit to ba no rationale 
for thlG dictinctlc^n an to the elapentA of the violationy nor is 
there any diacuasion of It th&t va haw come acroaa t the 
legislation ia to have « ^posaeailon" rathe than a 'baals of" 
standard we auggeat th«t th« laftt clauae of the firtt sentence of 
b) 1 be *>*tltten to tead "ot that auch purchase or aale would 
constitute a wrongful use of such inforuation^ f baaed on auch 
inforaatlon ' Thla will aak* t clear that povKeaalon, not ute, 
will trigger the b} ) offense in the case of an insider. However, 
the Comlttee suggests that a "basis of" test be reconaidered 

3. The legislation incorporates en affirpative defense 
for persons other than natural persont who cti(\ eatabUah that (1] 
the individuals trading did not Xnov {and were not influenced by) 
the nonpublic infocaatlen and (li) the person (probably a financial 
inititution) had in place raaaonablD prooedutat and policies 
designed to prevent the individuals aaXing tha Investaent decision 
froa knoving the nonpublic infofaatlon. The fiiit prong of the 
defense tfi ttraightforvard and appropi:late. The second ptong has 
bacoAfl quit* controversial. Of course^ if the wrongful use of such 
infornation is detemlntd to be a requisite element of the 
violation f the af Eaatlve defenica is not needed since there can be 
no violation without a danonst cation that it was used in connection 
with the subject purchase o sals. 

there s no doubt that the adoption by financial 
institutions of proper policies and ptoceduEai with respect to the 
handling of nonpublic infornation ia desirable. In fact* the 
Consittee^s July 20, 1987 comment letter sndotses including ptoof of 
the adoption of such pollcle and procedute* a* an appEopdats 
element of the defense However the coKjnittee is aware of the 
parsisttnt and aerious concern in the financial coanunity that, if 
the current propoaal becoaes law, an ins tution will be held liable 
in situations vhere the inst tutlon la able to pcove that the 
trading Individual did not know the infoiaation but fs Is in 
sustaining the burden of proof as to the reasonflblenees of it* 
policies and procedures Th s would be an unfortunate outcoaa to 
say the least in that the in titution would be held t<i have violated 
the Act, and be liable for civil and c Iminal penaltiei even 
though there had been no "wrongful use" o material nonpublic 
inforaation, but only guilt by association in that one penon in the 
institution possessed aaterial nonpublic infornation relating to a 
security while another person in the institution caused the 
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nit 1 tut ion to trade in the security. In view of the unfairneis of 
•uch an outcDD*, the Comaittee now recomaends that the defense !>• 
llalted to the first prong. In addition, as noted above, if the 

nttitutlon obtained the infocnatiDQ rightfully, there must be shown 
undsr paragcAph (b i to have bean a ^wrongful use." Thus, the 
defena* Is aval labia by its t»riii» only when the institution obtalnod 
the information vrongfully — vhich we imagine should be tho rar«r 
rather than the aore conmon occurrence. 

As the second ptong ia now written in the 
Coaal anion's propoaal r the pollcicB and procedures relate solely to 
the Invvatnant decialon involved in the particular alleged 
violation, not policiea and procedures with Tt«pcct to nonpublic 

n£Q]:iiati{?n generally. As a practical aattecp it would be 
surpriiinq if tvidtnca n auch poLlciH and procedufffi war* not 
piofffred to hv p tfltabl sh the first prong ot the defense in any 
trial with r«fipffCtL to an al aged violation of paragiraph b). Xndood, 
most substantia financia nstitution£ no^ have what most 
pro feaa lane L» functioning in this area consider to be reasonablo 
policies and pcocedutee dvfligned to prevvnt individuals making 
InvestBLent decisions £ro» pottesslng naterial nonpubl c information. 
Howeve thfl CoiaiBittee la parKu^dsd that It would be fundamentally 
unfair to subject an inatitutlon to liability inc uding possiblo 
treble damages) if the trading individual did not know and was not 
influenced by the material nonpublic infomation. 

4. Many members of the Committee also feel that natural 
perEoni should have the opportunity to show that natpcriaL nonpublic 
Infoimation tn possesEion of such a person has not be«n used in 
conrL4ctlQn with tht purchase or tale of A svcu ty £ the person 
susta ns the burden o proof that the purchase or sale of the 

secur ty wbg not nfluenced by the information Eons SBmbers of tho 
Committer would go even further end suggest that it should 
constitute an affirnat ve defence if a natural person can provo that 
he or she had an independent basis for the purchase or sale of tho 
security. The Committee suggests that such an approach be 
reconsidered. 

5. As the Committee pointed out in the July 20, 1987 
letter, the proscription on wrongful communication should be 
closely tailoced to the proscription on wrongful tading He think 
that the draft egislation, although it s an Inprovenent over 
S.1380, still needs further revision. The present proposal 
subsection (c of Section 6A pcovidt that the proscription shall 
apply only to a person "who&e avtt purchase or sale of 4 security 
would violate paragraph (b) of this section" - the proscription on 
wrongful trading. 

Thus, the elements of the proscription on wrongful 
communication should to the extent feasible be the same as those 
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relating to vroDgful tEtdlng. Subsection (c) strays fro* this goal 
by introducing the el«nent that, for a violAtlon with ra*p*ct to 
vTongful CQiinunlcttion to exist, the offending pt fl^n mutt jtnow dr 
rccltleEsly disregard that the infornatlori conpunicated il "Material 
■nd nonpublic*" Thert is no such standBTd in the proscription on 
trading, nath^r, onp nuet know or Evc)ilFB6Ly d regard the 
"wrong fulnefifi" of one 'a act. That should also be the etandard with 
respect to coaauni cations. 

we have rawrittan the first sentence of subsection 
(c) so as to reflect the point nentioned abov* 
" t shall be unlavfvl for any personj 

directly o indirectly, wrongfully to coauaunicate sMterial 
nonpublic infomation relating to a eecurity to any other 
person who, vhile in pofisvaslon of such infornatlont 
directly or indirectly purchases Eel a or cauces the 
purchase or sal« of such security o canjqtinicatBK the 
information to another person who naket or causes such a 
purchase or sale while in po^aeailon of such Infotnationf 
if such person knows or rec)tlessly disregards that such 
purchase or sale is reasonably £oteseeable ptiot to the 
time vKan such information i* do longer non-public." 

Ne note that paragraph b contains an affirmative 
defense to the trading violation and inquire whether affirmative 
defense in a wrongful communication situation is appropriate. If 
so, we believe that paragraph (c) should be appropriately clarified. 
This should not be done by a cross-refetenca to thv dafanse .in 
subsection (b). 

6. As a technical matter, the word "other" before the 
word "breach" in the definition of wrongful in each of subsection! 
(b) and (c) is not cor ect As written, the definitions now read 
"conversion, nisapprDprlation or any other breach of a fiduciary 
duty..." Conversion and misappropriation are not necessarily 
breaches of a fiduciary duty. Accordingly, the word "other" 
properly should be deleted. 



followst 



7. Paragraph (d)(2)(B)(iv) should be rewritten ai 

"(iv) any person in possession of material nonpublic 
information relating to a tender offer which such person 
knows or recklessly disregards has been acquired directly 
or indirectly from any other person described in thii 
paragraph (2)(B)." 

This puts the "knowledge" standard in a position 
consistent with its position in the other paragraphs of the proposed 
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legislation. As rewritten, knowledge p« eta ins to the source of th« 
inforaation not whether it ii ■atecial and nonpublic. 

8. the Comslctet li dieturbtd by patAgraph (g)0) idiich 
is intended to atkv wroTi^ful covmunlcfttaci under subiectiona (c) and 
(d) jointly and severally liable with wrongful tradtri. 

The Coiwltt«» I oC the view that daaages with 
respect to violations ot thv proposed legiclatlon be IvpoEed only on 
those conmittlng trading violatlanA and that wrpngful coAAunicatorB 
not be aiJbject to luch davagev. The Cojonittee ia of this view 
primarily because of the potential chil ing effect vi aubeactlons 
(c) on those whe ar* in thv buftinets of disseminating infotaetlon 
ab4ut securltle e.9. analyits and flnanclsl nawspapaTS but who 
thejiselves do not trsde. Subiection c opens these perscns to 
hindsight evaluation as to vhether th> tecaipt or convunlcetlon o£ 

nEofnation would constitute a "breach of any personal at other 
relationship o trust and confidence" by thf person who divulged the 

nformatlon to then This uay nat always ba an eaay enalyils and 
pteposed section £A imposes draconlsn conBequences for a good faith 
ivro Koreove<.j one cannot but wonder what fiayaond Dirks would 
have done bad this legislation been «nBct«d when h* r*ceived that 
now famous infocvatVon concerning Equity Funding. 

In the alternative, the "tipper" or wrongful 
communicator should be liable only to the extent that it cen be 
shown thflt the tipper' received value for making the connunlcation 
which forps the basis of the violation. Although there vay be 
concern es to the flrnnes of the "value of the benefit" theory, tha 
Conutiittee believes that would be nore palatable to have this 
standard as a neaiiure of damages than the extremely harsh oint and 
several" standard which could npose danages on a securities flrn 
that would bankrupt it even though the firm coam tted no violation 
except to employ a person who caused the firm to purchase or sell a 
security on the basis of material nonpublic information and also 
tipped others who made auch greate purchases and sales. 

As to the enforcement end prvvantion functions of tho 
legislation, the conoiittee points out that willful violations of tho 
wrongful communication proscription wi constitute « fglony . 
Vigorous enforcement in the criminal area seems to the conunittea to 
provide at least as much deterrence as any measure of civil dasMges. 

in the event that the joint and several standard 
remains, the Committee is concerned as to the extent to which this 
principle could be stretched and makes the following suggestions. 

As written, a communication is a violation under 
subsection (c) only if the receiver of the communication or a person 
one level further removed trades on the basis of the information and 
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such trade is itasonably forasaaabla. Howavtri th« langua^t In 
phi:#9T*ph (9M3) vaita tht coKBunlcator vho violates tubtactilen (c) 
jolntlY 'i^^ «*varaLly Habit vltb thot* vho obtalnad profits or 
avoided losses, aa a reault o£ such viQlatlpna , This way b» read to 
extsnd to thirds fourth and further r«sov*d Itvtli of trade s if 
thsrs is also a reasonably foreseeable trade at the first or sseond 
laval since the trade at the fourth level Is, in o strict analytical 
ssnss, ths result of tha original coBaunicatlDh and will usually be 
as £oret«*sbIfl as any oth* trade This seems \jnlntended. Th* 
paragraph should bs revritten to make it clflsr that the wrongful 
coAAunicator is only jointly and s*v*rally liabla with wrongful 
traders at the first and second level, if that is intended. 

A still aors serious problea sxiiti vlth respect to 
comaunl cations that violate parsgraph (dHJ)< in such ess* the 
comnunicator violates th* proscription not only in the case of * 
reaionably foreseeable trade at the first or second l«v#l, but at 
any level. Fsragraph [9 nskes the connunicator jointly and 
severally liable for all such trades no matter hov remote. This 
should be cut back by aod fying paragraph tdM2) to reflect the 
liaits in paragraph {c) and by also aodifylng (9)(3) as suggested in 
the prior paragraph. 

9. The Comittea points out that the inclusion of the 
words "profit from" in subsection tc) may effectively eviscerate the 
defense intended to be provided by this section. Let us assume that 
an enployee (an ndividual) of a financial institution violates 
paragraph {b)(l} by trading for such individual's account. The 
institution does not participate in or induce the acts vhich 
constitute th* violation. Hovtve the individual does use the 
f«c ties of the financia nstitutlon to execute the trade and the 
inat tutian d<?es Aslie It noiMal broke age commission (which 
includes a profit component ) for execution. Under th* proposed new 
Isnguage the institution vould be liable. The Committee believea 
this to be unintended and accordingly suggests deletion of the wordi 

profits fron. Hhen the institution dovft profit in a meaningful 
sense from a trading violation, it will in fact itself be directly 
liable under subssction (b). 

10. The legislation is intended to amend the Insider 
Trading Sanctions Act So as to make wrongful communicators as well 
as traders subject to the so-called "civil" penalties which nay be 
sought by the Coaaisdon. The proposed language i nvX clear as to 
the aaxlBiuiA danagefi vhich may be sought against a wrongful 
comnunicator. It references three times the profit made or lost 
avoided as a result of the purchase or sales resu ting from such 
violation The Connittee feels this should be cla fled tc refer to 
the value of the benefit to the tipper or, if the Committee's 
connents in the third paragraph of number 8 above are not accepted, 
to the profit made or loss avoided by first and second level 
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traders. The» are the amounts for which the coaaunicator should be 
jointly and ««vBrAlIy liable, if the bill is redrafted to reflect 
the coaaents in nuaber 8. 

11. The co&altt«« 1« of th« viev that the prohibition in 
paragraph (d)(l^ vhlch now relates lalely to tiander offers b»y 
sensibly be expanded to cover Btatutory buBlnesfi combinations < sales 
of all or subpt^ncially all of the i*su#r't ussati and purchased of 
a specified percenta9e of its secur ties fo instance 201 
Hovevtr^ tinea this prong of the Itgislaticn s not based upon a 
viQngful act, the Conuiittee is of the viev thst ts sppl cation be 
ccyEtal clear. Accordingly, the CcAnittee la encouraged to See 
deleted in this proposal reference made In S.l to acquisitions 
of a Biate iel portion of an issuer's Eecuritles oi its assets. Such 
a vague standard is inappropriate in the circumstances. 

12. AS to the Commission's proposals vlth reipect to 
legislative history, the Committee will have to see the draft 
language prior to eupt tcing views therenn. Hovever as a ^vneral 
natter the Coivnlttee be eves tha the Cannlcsion should not be 
drafting language dealing with ex«jrptlone fo "perenni whose 
Infarnatlon it nbtained from source whose nexus to the securities 
Industry Is remote o insubstantis " It is d fficrult to work 
through In the abstract a thoughtfully worded rule providing an 
exeEiiptian vlth respect to the fflisappropriatlon of nateris nonpublic 
inforpAtloi) from a sou ce lacking a significant relationship to the 
securities markEts One would think the dsssyer's office in Kltts 
CieeX Onta o would have little nexus with thosv markets but one 
can readily formulate the hypothetical case where theft of a report 
from such office would lead quickly to the type of mischief targeted 
by the Commission's proposed legislation. 

The bi codlfleE present case law relating to 
misappropriation - or more to the point, theft - of material 
nonpublic information when such inf^rnation is in the possession of 
a person trading cecur ties a is communicated to a person who 
trades). Most agree this is the correct result. Further refineaent 
at this stage is not necessary. 

13. In clause (iii) of Subsection fd)(2)(A), the words 
"proaulgated thereunder" are superfluous should be eliminated. 

14. In paragraph (2) of Subsection (g) the words "may be" 
should be changed to "has been" since the CDnni&sion would 
presumably be free to bring an action under Section 21(d) of the 
Act, the Insider Trading Sanctions Act^ n any case involving the 
wrongful use of material nonpublic information. It would be more 
appropriate, perhaps, to reduce the damages under Section 21(d) by 
the amount of civil damages that the person is potentially liable 
for. 
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15. We suggest deleting subsection (g)(1)(B). It in 
•ssential that the ApaiurB at daenA^^E with respect to violations of 
this act be crystal clvar the dam»gt6 in subsection (g)(1)(B) are 
open-ended and cannot b* cklculs A with reference to trading 
activity. The damages provided by this subsection are an 
unnecessary additive to those otherwise provided by this legislation 
and consequently should be deleted. 

16. We suggest changing the proposed legislation to 
clarify that it applies only to eciutitifls registered under Section 
12 of the Securities Exchftng? Act and to securities of exeapt 
Insurance coapanies tnd inveitaent conpaiiles. 

17. In Section 3 Amendiaents to the Insider Trading 
Sanctions Act, we suggest that in the first of the two niw lentences 
to be Inst ted the words "and (ii) which i not part of a public 
offering by an issuer of securities other than standardised options" 
be deleted and, correlatively^ the "(i)" on tht th rd rie be 
deleted The reason for the inclusion of these word has never been 
entirely t ear end, in any event, the cone pt s redundant In that 
it does not appear that toio«one could a a practical matter, be 

he d tCh have violated Section 6a in any public offering by an 
issuer of securities other than atandard ed options. In other 
words, the only relevant que on should be whether there has been 
wrongful use of aaterial nonpublic information concerning a 
security. 

18. Although most coaaentators feel that if new 
legislation is enacted to codify the Lav prohibiting the wrongful 
use of aaterial nonpublic InfornatiDA Sections 16(a) and (b) of the 
£«c^ritte& Exchange Act of 19 which provide fo th* filing of 
reports of benrflc al own* ship by officers, dicectoci and 10% 
stocJtholders and the recapture of short-swing trading profits by 
such pertons in order to prevent the possible unfair use of aaterial 
nonpublic Inforaation, should be repealed and that the new 
legislation should become the ejicluslvft rcnady for insider trading 
violations. These section wsre enacted In 1934 as a part of the 

or glnal Securities Exchange Act which did not contain any other 
requlrenefits for the reporting of holdings by of cpck^ dlcvc^tors 
and subs antial stocVholders of corporations or for dealing with the 
unfair use of aaterial nonpublic inforaation by such persons. 

The need for reporting by significant stockholders 
has been rendered redundant by the enactment of the Williams Act in 
1968 which now requires the prompt filing of reports by beneficial 
owners of 5% of a class of equity securities. The reporting for 
executive officers and directors who are not also 5% stockholders is 
currently required for proxy statements involving the election of 
directors and certain registration statements. The Committee 
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believes that a better method of collecting and disseminating 
infocaatlon about such trading would be to place the burden of doing 
so on the issuer. 

More important, hcveverr it the litpQ«itl&n of 
liability under Section 16(b} foe thort-twijig profits made by 
officers, Ai vctorK and 101 ctdckholders . ThiE tfrction In effect 
imposes a conducive presunptlon that »ho;t-ivlng trading profits 
are based upon the unfair use of naterial nonpublic inforaation by 
fiuoh pecEona Mowevei r ^t vbb ^naczt^d at a tlqc vhen Congreae did 
not have any other method of dealing vith th« unfair uaa of auch 
information, and the enactment of tht legislation now pcopoaed would 
finally deal with this problen on a cojaprehensiw basis. It was 
remarked dur ng the haarlngE on the 1934 Act that Section 16fb) is a 
"crude rule of thuab' and nubfiiauB cra&es have shown since then that 
most people caught under ttB provisionE have violated t 
inadvettantly, vhile there are also aiany eKamplvs of profits 
rea ltd by l^rge stockholders from short-sving purchases and sales 
that are ftxvapt from its provisions. In the viev of the Committee, 
if this legiBlAtion is enacted it would be appropriate to do away 
with Section 16(b) once and for all. 

Zf this suggestion were to be accepted. Section 16(a) 
would also have to be amended in order to delete the filing 
requirements for beneficial owners of nore than lOl of any class of 
any equity security. The material ta bv added as new Section 16A to 
the Act could instead be inserted in a new Section L6(b). 

In the event we can be of any furthe assistance, 
please contact the undersigned at 425 Park Avenue, New York, New 
York 10022, telephone number (212) 836-8495. 

Respectfully submitted, 

COMMITTEE ON SECURITIES REGULATIONS 



Donald R. Adair 
Margaret A. Bancroft 
J. Truman Bidwell, Jr. 
Charles H. B. Braisted 
Ronald P. Daitz 
Travis F. Epes 
David A. Garbus 
Rory A. Greiss 
Richard E. Gutman 
Nicalyn S. Harris 
Arthur J. Heath 
Ward B. Hinkle 
Barry Hirsch 
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Sam S. Miller* 
Vlficent nonte-Sano 
Stuart B. Ne%nian 
Mark Orenstein 
Robert G. Pierce 
Vincent J. Pisano 
Douglas B. Pollitt 
Roger V. Pugh, Jr. 
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January 14, 1988 

Joseph L. Seller ZXX 
Lee B. Spencer, Jr. 
Richard L. Veron 
Gary N. Wolf 



By: 



D. Katcher Gary N. IfolC 
)h D. Hknsen, Chairman T 



Joseph 

JH/er 

*llr. Miller does not join in the views expressed in this letter. 
Mr. Miller's views are expressed in the Statement of the Securities 
Industry Association to the Subcommittee on Securities, Committee on 
Banking, Housing and Urban Affairs, December 15, 1987. 
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The Honorable Donald W. Rieglt, Jr. 

Chairman, Subcommittte on Securities Law 

of the Senate Committee on Banking, Housing, and 

Urban Affairs 

SD-105 Dirksen Senate Office Building 

Washington, D.C. 20510 

Dear Senator Riegle: 

The Committee on Securities Regulation of 
the Banking, Corporation and Business Law Section of 
the New York State Bar Association (the "Committee**) 
takes this opportunity to express its views with 
respect to 8.1360, a bill to amend the Securities 
Exchange Act of 1934 to prohibit certain trading or 
communications by those who possess material, 
nonpublic information with respect to a security, 
introduced in the Senate of the United States on June 
17, 1987 ("The Insider Trading Proscriptions Act of 
1987"). 

The Committee is composed of members of the 
New York Bar practicing principally in the field of 
securities regulation. The Committee includes 
lawyers in private practice, in corporation law 
departments and in other areas. The views set forth 
in this letter are the views of the Committee and do 
not necessarily reflect the views of the 
organizations with which its members are associated, 
the New York State Bar Association or its Banking, 
Corporation and Business Law Section. The views of 
the Committee set forth in this letter are not 
necessarily the views of each member of the 
Committee. 

It is our understanding that S.1380 
(together with an explanatory memorandum) is the 
final recommendation of a group of securities law 
practitioners who, at your suggestion on February 24, 
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1967, forned an ad hoc committee to draft legislation 
defining and prohibiting in ider trading activity. 
The ad hoc co]iiJ!iitt«« pircpartd a draft of such 
legis atlon and a draft «)(planatDry renoranduAf 
which vtif c culated £d comments among secu ties 
practitione e and othe pa ti0s including the 
Committee. The Committee met ttvera tln^E tQ 
discuss the proposed legislation and nenorandun and 
sent the ad hoc committee written comments on the 
proposed legislation on Hay 20, 1967. 

As we wrote to the ad hoc committee, it is 
the view of the Committee that there is no pressing 
need for legislation either to define the elements of 
a violation based on the misuse of material, 
nDnpubl c nformation or to reverse legislatively the 
results of recent federal circuit court and Supreme 
Court decisions. In particular the ComiBittec takes 
issue with the assertions in (and tone of the 
explanatory memorandum that there i( cur ently such 
uncertainty and lack of clar ty In t^e aw that 
additional legislation is called for "both as a 
matter of fundamental fairness to those who seek to 
conform their conduct to the law and to facilitate 
expeditious prosecutions when violations occur." On 
the contrary, the Committee believes that the 
development of the law in this area by judicial 
decision, while not without some inconsistencies, has 
provided reasonably clear standards of conduct. 

The Committee is of the view that S.1360 
would primarily codify the results of recent cases. 
In particular, the proposed legislation would codify 
the reasoning of the Supreme Court in United States 
V. Chiarella , 445 U.S. 222 (1980), that a violation 
of the securities laws premised on the use of an 
informational advantage must also have as an element 
a breach of duty. It would also codify the 
misappropriation theory which has been adopted by a 
number of federal circuit courts in dealing with 
alleged insider trading violations subsequent to 
Chiarella . As you are aware, the misappropriation 
theory expands upon the breach of duty element 
required by Chiare lla by providing that the duty 
breached need not be a breach owed to a trading 
partner, but may be a breach of duty owed to a third 
party not to use information obtained from such party 
to facilitate a purchase or sale of a security. The 
Supreme Court has recently decided to review the 
application of the misappropriation theory by the 
federal circuit court in United States v. Carpenter , 
791 F.2d 1024 (2d Cir.), cert , granted , 1075 S. Ct. 
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666 (1986). We understand that the case will be 

argued this fall and probably decided late next 
spring. 

Additionally, the Comnittee notes that 
recent in der trading ttses involving prominent Wall 
Street figinrct fo instancf BoeiJiy irwlnp and 
Siegel) haw not bftftn b^sed upon stretched" or novel 
legal theor es and that the defendAnt^ have not 
alleged that the lav va^ uncf ta n Exp* ienced 
practitione e n th £ arta vould havt given such 
clains 1 tie credence had they been made There is 
little doubt as to the state of the law appl cable to 
recent highly publicized insider trading activities. 

Should the Supreme Court discard or 
severely limit application of the misappropriation 
theory in deciding Carpenter , there nay be a need for 
legislation in this area. However, there is no 
reason presently to think that this will be the 
result. Accordingly, the Comnittee reconnends 
against further efforts to pass S.1360 or any other 
proposed legislation seeking to codify the law of 
insider trading at this tine. 

The Connittee is aware that its view in 
this regard is not shared by sone and that the 
publicity surrounding the prosecutions referred to 
above has led to pressure for legislative initiative. 
Also, the Committee believes that if Congress 
concludes that there is a need for new legislation in 
this area, such legislation should achieve the 
objectives of establishing a sound theoretical basis 
for insider trading violations and defining the 
violations so as to provide clear guidance as to 
proper conduct. Accordingly, the Connittee encloses 
herewith our comments on S.1360. For your use, we 
have enclosed a redraft of S.1360 marked to show our 
suggested changes. 

Sunmary ; 

The Committee believes that any legislation 
in this area should have as its focus a well thought 
out definition of proscribed conduct - both with 
respect to trading activity and the communication of 
material, nonpublic information. Comments No. 1, 2 . 
and 3 deal with this issue. The Committee also 
believes a financial institution should have the 
ability to rebut the presumption of use of material, 
nonpublic information in connection with a purchase 
or sale of a security. However, the Committee does 
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not believe individuals need this ability if the 
insider trading violation Is properly defined. 
Conaents No. i and S deal vith this icGue The 
Conaittee doss npt b*l eve that tht propDfted 
legislation's prcivifiion« vith resptct to the tipping 
of information concernlin^ a planned acquisition or 
disposition by a "transacting party" are the correct 
approach to the problem of ner^vE: and acquisition 
trading abuses or a meaningful «plActaient of RuIa 
14e-3. Comment No. 6 explains the Connl tee £ 
position in this respect Conntntv Ko 7 and 6 set 
out the Committee's luggestjons with r«spect to the 
Commission's rulemak ng author ty and prlvatr right* 
of action to redress violations of ths lection 
respectively. Addit onal cominents of a tflcfinical or 
very specific nature are also givvn. rin y, the 
Committee suggests that if this legislation is 
enacted into law, Sections 16(a) and (b) of the 
Securities Exchange Act of 1934 be repealed. 

Comments on Legislation ; 

1. The Committee suggests inserting the 
words "information such person knows or has reason to 
know is both material and nonpublic" in lieu of the 
words "material nonpublic" in subsection (b)(1) (line 
4, page 3), and also substituting the words *or has 
reason to know" for the words "or is reckless in not 
knowing" in subsection (b)(1) (line 10, page 3). The 
Committee believes that the appropriate elements of 
the trading violation are that (i) the trader knew 
(or had reason to know) that the information was 
material and nonpublic and (ii) that it was obtained 
wrongfully, or its use would be wrongful. As 
drafted, the bill contains no knowledge requirement 
with respect to the quality of the information 
(material and nonpublic) and the standard of 
recklessness is applied to the test of wrongfulness. 
The Committee also points out that page 9 of the 
explanatory memorandum is in conflict with S.1360 as 
drafted as it states that the knowledge standard 
applies to the quality of the information. 

2. As a general matter, the Committee 
expresses its strong view that to be at all effective 
the legislation must define clearly the term 
wrongful, which it does as drafted. The Committee 
has reviewed the testimony of Commissioner Charles C. 
Cox before the Subcommittee on June 19, 1967 and 
notes his concern that a definition of wrongful, 
limited by the word "only" to the conduct referred to 
in subsection (b)(1), could reduce Commission 
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flexibility in bringing further enforcement actions. 
Perhaps it nay. It should. As the Conaittee has 
previously indicated, it believes the present state 
of the law to be clear - "one who misappropriates 
nonpubl c in ormation in breach of a fiduciary duty 
and trades on that inf crmatlaji viDlates Section 10(b) 
and Rule lOb-B." SEC v. Katerja< 7 5 F.2d 197,203 
(2d, Cir.1984), rert. denied , ^71 S. 1053 (1985). 
The Committee view^ the purpose of S.1380 to be 
legislative codification of thif rule. S.1380 
accomplishes this purpose. To proscribe "wrongful* 
use or communication of information without defining 
wrongful will certainly create uncertainty regarding 
standards of conduct in this area. Such uncertainty 
can not be justified on the basis of insuring 
enforcement flexibility. The Committee would 
strongly oppose nny legislative proposal in this area 
which does not contain a clear definition of tlie term 
wrongful. In the Committee's view, if the Commission 
is not prepared to support such a definition, there 
should be no further attempts to adopt legislation in 
this area. 

3. The Committee had difficulty 
understanding the exact scope of the "tipper" 
provision of subsection (c)(1) and could not 
reconcile it with the description in the accompanying 
memorandum. The memorandum on page 10 states "On the 
other hand, wh n pfoceed ng against a tipper, it is 
clear that, in additicrn o the elements of tipper 
liability, a to the tippee, the ^Dvernment BUEt 
establish simply that he or she traded afte 
receiving the information; this provi&ion wauld not 
require the government to prove that the tlppee knew 
that the couumuni cation, and therefore his trade, was 
wrongful, to sustain the action against the tipper." 
However, subsection (c)(1) states that the tipper 
must know (or be reckless in not knowing) that the 
information vould be used for a purchase or sale that 
would violate subsection (b) of this section. As 
noted, subsection (b) requires the tippee to know (or 
be reckless in not knowing) that the information was 
wrongfully communicated. Consequently, as drafted, 
the legislation would require t)ie government to 
establish knowledge of wrongfulness on the part of 
the tippee. In any event, the Committee believes 
that the elements of the "tipper" offense should be 
as clearly stated as thosn involving illegal trading. 
S.1380 does not accomplish this goal. In fact, 
wrongful communication is proscribed but the tern 
wrongful is not defined. For the reasons set forth 
in No. 2 above, the Committee believes this would be 
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a serious legislative error. The Connittee believes 
that the elenents of the off^n^v should be (1) 
wrongful caninun jcation witli vron^fu dvfined as a 
breach, as in Eubs&ction (b 1 2 novledg* that 
the infornat on vat nntt al and nonpubl c and (3) • 
trade by the person f reviving »uch infomstion. The 
"tipper" off nsf vould th«n closely parallel the 
"tippee" (trading) offense. 

4. The CosuRittee generally agrees with 
the presumption of use of material, nonpublic 
information set out in subsBciiDn b}{2J and the 
limitation on rebuttal thefBof to non-natural 
persons. (The Committee «iidt th« pr suaiptlon. as 
written, to be not rebuttable in the case of natural 
persons and disagrees with Covmlssionar Com ■ view 
that a natural person cou d rebut the presunpt on ) 
However, many members o he Conni tee feel that 
natural personB should have the opportunity to rebut 
the presumption that material nonpubl c information 
in possession of such a person has been used f the 
person sustainE the burden of proo that the purchase 
or sale of the security vas not in uenoed by the 
information. Some nenberc of the Coanittee would go 
even further and suggest that it should constitute an 
affirmative defense if a natural pe son can prove 
that he or she had an indeprndent basil for the 
purchase or sale of the ecurity The Commj tee has 
based its acceptance of the pretunpt en on the belief 
that the legislation will be cedrsfted to incorporate 
its comments in No. 1 ibove. If th s & the tase, an 
individual would have to know that nformation n his 
(or her) possession is material and nonpublic and has 
been wrongfully obtained (or that i s use would b# 
wrongful). If such is the case, the ability to 
rebut the presumption would be of smal utility and 
the disadvantage to enforcement would outweigh any 
reasons for including the ability of a natural person 
to rebut in S.1380. However, should the coanents in 
No. 1 not be incorporated, the Committee would 
advocate that the ability to rebut the presumption be 
available to natural persons. 

5. The Committee is also of the view that 
non-natural persons (for instance, financial 
institutions) should be able to rebut the presumption 
if they can show that the person causing the purchase 
or sale (or effecting it) did not know the 
information and that the institution had reasonable 
policies and procedures in place to prevent 
violations. As drafted, S.1380 requires proof that 
the purchase or sale was not influenced by the 
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inforaation and that the individual causing (or 
effecting) the purchase or sale did not know the 
infornation. This seens redundant. Also, S.1380 
provides that the existence or la of pol cies and 
procedures to prevent violations should be considered 
relevant in determining whether ttie burden of proof 
involved in the rebuttal has been net. The Conaittee 
believes, as a general principle, that legislation as 
to what is relevant in a judicial proceeding is not 
effective and, in this particular instance, is 
inappropriate. The Committee is of the view that if 
a financial institution has not adopted reasonable 
policies and procedures to prevent violations in this 
area, it should not be entitled to rebut the 
presumption. 

6. The Committee has substantial 
difficulty with subsection (c)(2 t s clearly 
intended that S.1308 be the exclusive prahifaition 
relating to trading based upon, oc the "tipping* of, 
material, nonpublic information and thai Buic lOb-5 
and Rule 14e-3 no longer be used in connection with 
"insider trading" cases. S.1308, excluding 
subsection (c)(2) and taking into account the 
comments in this letter, is an Integrated xeniiblt 
codification ot preatnt csa^ law piotcribing 
impermissible trading and tipping practices based on 
tradlLiona nsider t dit^g i*w and the 
mis^pptopt ation theory However « Aule 14e-3, 
relating to trading and tipping of nside information 
with respect to tender offece, prohibits certain 
trading practices and tipping of certain information 
even if there is no breach of a duty or relationship. 
It is not based on traditional insider trading law or 
misappropriation. Subsection (c)(2) is the ad hoc 
committee's attempt to codify Rule 14e-3 and make it 
superfluous. 

The Committee's first objection to 
subsection (c)(2) is the uncertainty concerning the 
situations to which it is applicable. Unlike Rule 
14e-3 which relates to tender offers (which, even in 
times of intense acquisition activity, will be a 
relatively small number of definable transactions), 
subsection (c)(2) relates to BcquLsitions or 
dispositions of an issuer an unclear no ion), or a 
material block of its securities or assets. These 
are certainly not precisely defined situations. 
While the Committee sympathizes with the concern many 
have over the potential for abusive trading practices 
in connection with merger and acquisition activity, 
it would seem that the prohibitions in subsection 
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(c)(2) could just as well have been drafted to cover 
any situation in which a person intends to enter into 
a material transaction (of any kind, such as a 
purchase of an extraordinary anount of inventory) 
with an issuer. In the Committee's view, such an 
expansion of "insider trading" laws is not called 
for. On the other hand, there is justification for 
legislation in this area if Rule 14e-3 is to be 
repealed. The Committee would select an acquisition 
of at least 151 of an issuer's securities as a 
reasonable benchmark for legislation of this type. 

Additionally, the Committee notes that 
there is no prohibition on the purchase or sale of 
securities by a person vho haa been provided the 
information in violation of subsection (c)(2) or who 
has received the information in the course of a good 
faith solicitation to act on behalf of, or ac part of 
a group with, the transacting person but has declined 
to so act. This creates a large "hole" in 
accomplishing the purpose of this subsection. In the 
Committee's view, it will be difficult to rebut a 
defendant's claim that information was passed for 
purposes of making a good faith solicitation. 
Consequently, if a person declining such a 
solicitation can still legally trade, the provisions 
of subsection (c)(2) may be ineffective. For this 
reason, the Committee is strongly of the view that if 
(c)(2) is to become the law, there is no reason not 
to also proscribe the act of trading oji th« basis of 
such material, nonpublic information. Although th* 
Committee has rflserva Jcjns wK]i respect to subsection 
(c)(2), it believes thd f redrafted to apply to 
certain well-defined events and if supplemented by a 
proscription on trading on the basis of such 
information (a new subsection (b)(3)) > which closes 
the loophole in the scheme provided by the good faith 
solicitation exception - (c)(2) will provide a 
reasonable impediment to certain unfair trading 
practices in connection with merger and acquisition 
situations. 

7. The Committee feels that there is no 
need to limit the Commission's rule-making or 
exemptive authority to situations "consistent with 
the provisions of the section." This is either 
superfluous or assumes the Commission will not be 
able to function in this area with the same degree of 
propriety as it does in others within the scope of 
its authority. There is no need to channel its 
powers. 
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8. The Committee agrees that legislation 
of this nature should provide for a private right of 
action which will penalize a violator with a 
reasonable measure of damages. In order to so 
provide, the Committee feels that subsection (f) 
should be modified in several respects. In the first 
instance, subsection (f) should make clear that while 
contemporaneous purchasers or sell«i£ nay be deemed 
to have been damaged, othBrs may also b« able to 
prove injury and recover damages. Also, the damages 
for trading in violation of (b)(1) and (b)(3) should 
be measured by profits made or loss avoided. 
However, damages for tipping (subsections (c)(1) and 
(c)(2)) should be limited to the value of the benefit 
received for making the proscribed communication. 
Making the "tipper" jointly and severally liable with 
all the tippees, including remote levels of 
subsequent tippees, is a draconian remedy which, in 
the Committee's view, does little to further the 
purposes of the legislation. Finally, the Committee 
believes that damages provided for by statute should 
be collectible to the extent the violator is solvent 
and should not be reduced by the amount disgorged 
pursuant to section 21(d) of the title. 

9. The Committee suggests deletion of 
references to material information relating to groups 
of securities and markets for securities in 
subsection (a)(1) (lines 7 and 8 on page 2). The 
Committee acknowledges that industry specific 
information and information concerning markets can be 
material in certain circumstances but there is 
already a great deal of lucid discussion in the cases 
and elsewhere as to what constitutes material 
information with respect to the purchase or sale of a 
security. Simply put, there is no need for this 
legislation to refer to anything other than material, 
nonpublic information with respect to a security. 
All that is relevant is thus adequately covered. To 
do more creates ambiguity by raising questions as to 
the possible intent of the legislation to expand on 
present notions of materiality. 

10. The Committee suggests changing the 
word "misuse" to "use" in the 10th line (on page 2) 
of subsection (a)l. As is explained above, the 
"tipper" offense should be the wrongful communication 
of material, nonpublic information, coupled with a 
subsequent purchase or sale. Whether the subsequent 
purchase or sale is wrongful is irrelevant. For the 
same reasons, "misuse" should be changed to "use* in 
subsection (a)(2) (page 2, line 15). 
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11. To provide clear guidance in connection 
with statutory construction, the Comnittee suggests 
changing the words "is necessary to promote greater 
clarity in the law." to "and framing the rights of 
individuals damaged by a violation of this section is 
in the public interest." in subsection (a)(4). 

12. As a technical drafting matter the 
words "duty or" should be inserted before the word 
"relationship" in subsection (b)(1) (line 16, page 
2). Also, the word "section" (line 13, pago 2) 
should be changed to subsection. 

13. For the reasons given in comment No. 9 
above, the words "(or the market therefor)" should be 
deleted from subsection (b)(2). 

14. As a technical matter subsection (g) 
should be revised to read "This section shall provide 
the exclusive standards by which the use or 
communication of material, nonpublic information in 
connection with the purchase or sale of a security 
shall bt addre ted " This deletes the concept of 
wrongful wh h hat been generally defined as a 
breach of a duty or relationship - and thus makes 
clear that tubtections (b)(3) and (c)(2), which do 
not involve the concept of such a breach, are also 
intended to be exclusive. 

General ! 

The Committee wishes to put in a word of 
caution with respect to formulation of the 
legislative history of any insider trader 
legislation. If members of the present Congress 
should go on record as concluding that the present 
law is vague and unclear with respect to in ld#t 
trading, such statements might be ta ^r\ rito ccount 
by a court in later determining whether the present 
law is unconstitutionally vague with respect to 
alleged crimes relating to insider trading v olatlons 
which may have been committed in the past. The rule 
of judicial con ruction ^hlch permits this analysis 
is known as the doct in^ of subsequent legislative 
history. Andrus v. Shell Oil , 446 U.S. 657 (1980). 
Generally speaking, the Committee is of the view that 
the present law is not vague or unclear with respect 
to insider trading violations which have been alleged 
by the government in the past. 

Finally, the Committee would respectfully 
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The Honorable 

Donald W. Riegle, Jr. 11 July 20, 1987 



like to suggest that if this legislation is enacted* 
the Cong •«& should i«ptal Ser ions 16(a) and (b) of 
the 1934 Act The t tertionE v«re enacted in 1934 as 
a part at thv o jginal Sbcu ies Exchange Act which 
did not ontain any othtr r«qu renents for the 
reporting ot holdings by otficers directors end 
substantial EtDckholdfra of corporatiani or fa 
dealing vith the unfair use of material nonpublic 
information by such persons. 

The need for reporting has been rendered 
almost completely redundant by the enactment of the 
Williams Act in 1968 which now requires reports by 
beneficial owners of 5% of a class of equity 
securities, it is true that there is no other 
requirement for the filing of reports by officers and 
directors who ate not also 5% stockholders, but the 
utility of the zepo ts bting filed under Section 
16(a) is quffttionabi and tht volume of such reports 
is a substantial burden on the Commission. The 
Committee does feel that timely reports of trading 
officers and directors is important to the securities 
markets but would suggest that a better method of 
collecting and disseminating information about such 
trading would be to place the burden of doing so on 
the issuer. 

More important « however, is the imposition 
of liability under Section 16(b) for short-swing 
profits made by officers, directors and 10% 
stockholders. This section in effect imposes a 
conclusive presumption that short-swing trading 
profits are based upon the unfair use of material 
nonpublic information by such persons. However, it 
was enacted at a time when Congress did not have any 
other method of dealing with the unfair use of such 
information, and the enactment of the legislation now 
proposed would finally deal with this problem on • 
eomprehen ve bat . It was remarked during the 
hearings on the 1934 Act that Section 16(b) is a 
"crude rule of thumb" and numerous cases have shown 
since then that most people caught under its 
provisions have violated it inadvertently, while 
there are also many examples of profits realized by 
large stockholders from short-swing purchases and 
sales that are exempt from its provisions. Moreover, 
enforcement under Section 16(b) is limited to privata 
actions brought in the name of the issuer which are 
not as effective as actions by the Commission. In 
the view of the Committee, if this legislation is 
enacted it would be appropriate to do away with 
Section 16(b) once and for all. 
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The Hoi. arable 

Donald W. Riegle, Jr. 12 July 20, 1967 



If you should wish to discuss any of our 
comnents, please do not hesitate to call. If you 
wish, nembers of our Connittee will neet with you to 
discuss your proposed legislation and our comments. 

Respectfully submitted, 

CONNITTEE ON SECURITIES REGULATION 



By 

Jose 

(212) 836-8495 
JH/er 

ends. 



se^ D.iJHansen, Cnairman ^ 



Digitized by 



Google 



128 ^ 



A BILL 

To amend the Securities Exchange Act of 1934 to prohibit 
certain trading or communications by those who possess 
material, nonpublic information. 

Be it enacted by the Senate and House of Representatives 
of the United States of America in Congress assembled, 

SECTION 1. SHORT TITLE. 

This Act may be cited as the "Insider Trading 
Proscriptions Act of 1987". 

SEC. 2. INSIDER TRADING PROSCRIPTIONS. 

Chapter 78 of title 15, United States Code, is amended, by 
adding at the end of section 78p the following: 

"5 16A. 

"(a) FINDINGS.— 

"(1) The fairness, honesty, and integrity of 
the Nation's securities markets are impaired when corporate 
insiders and other persons who obtain material, nonpublic 
information relating to a/securitij\wrongfully use that infor- 
mation, or wrongfully communicate that information to others 
who use it, in connection with the purchase or sale of any 
security. 

"(2) Effective prohibitions against trading by 
persons who wrongfully use material, nonpublic information, and 
wrongfully communicate that information to others who/\u8e it, 
are necessary to preserve the integrity of our markets and 
their ability to serve important national and international 
economic functions, including capital formation. 

"(3) There is an important public interest in 
the prompt, unfettered flow to the securities markets of 
information. 

"(4) The specific delineation of what 
constitutes the wrongful use or wrongful communication of 
material, nonpublic information^ and the fr flP^"*] «^^ ♦•*lft ^iohl^y 
o f persons da mag ed by a violation of t, h i_s section is in the 
pub lic interest. 

"(b) PROHIBITION AGAINST THE USE OF MATERIAL, 
NONPUBLIC INFORMATION.— 

"(1) It shall be unlawful for any person. 
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directly or indirectly, to use/information such person kno yfj '^^ 
has reason to know is both material and nonouE'lic to purchase 
or sell any security, by the use of any aeans or 
instrumentalities of interstate commerce, or of the mails, or 
of any facilities of any national securities exchange, or of 
any automated quotations syEtem nainthined foi: the trading of 
securities, if such persor^ Xnows or has reason to knav that 
such information has been obtained wrongfully, oi i f "the 
purchase or sale of such security would constitute a wrongful 
use of such information. For the purposes of this subsection, 
information shall have been used or obtained wrongfully only if 
it has been obtained by, or its use would constitute, directly 
or indirectly, theft, conversion, misappropriation or a breach 
of any fiduciary, contractual, employment, personal or other 
duty or relationship of trust and confidence. 

"(2) For purposes of subsection (b)(1), any 
person who purchases or sells a security while in possession of 
material, nonpublic information relating to that security/\shall 
be presumed to have used that information in connection with 
such purchase or sale. Notwithstanding the foregoing, in the 
case of a person other than a natural person, the presumption 
that such material, nonpublic information in that person's 
possession was used in connection withfy a purchase or sale of 
that security shall be overcome if sucn person sustains the 
burden of proving that — m 

"(A) the individual effecting the purchase 
or sale, or causing otTers to purchase or sell, on behalf of 
such person, did not know the material, nonpublic information; 
ynd 

"(B) such person has implemented and 
maintained reasonable policies and procedures to prevent 
violations of this section by the individuals making or 
inf luencing investment decisions on its behalf. 



"(3) It shall be unlawful for any person, 
directly or indirectly, to use information such person knows or 
has reason to know is both material and nonpublic with respect 
to a proposed acquisition or disposition of equity securities 
referred to in subsection (c)(2) to purchase or sell any 
securities of such class, by the use of any means or 
instrumentalities of interstate commerce, or of the mails, or 
of any facilities of any national securities exchange, or of 
any automated quotations system maintained for the trading of 
securities, if such person knows or has reason to know that 
such information has been communicated, directly or indirectly, 
to such person by a transacting person referred to in 
subsection (c)(2) for the purpose of encouraging the purchase 
or sale of securities of such class or if such information has 
been communicated in the course of a goou iu.th solicitation of 
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such person to act on behalf of or as part of a group (within 
the meaning of section 13(cl)(3) of this title) with the 
transacting person referred to in subsection (c)(2) and such 
person declines to so act. 

"(c) PROHIBITIONS AGAINST THE WRONGFUL CONHUNICATIONA 
OF CERTAIN MATERIAL, NONPUBLIC INFORMATION. — ^ 

"(1) It shall be unlawful for any person, 
directly 6r indirectly, wrongfully to communicate information 
such person knows or h a s rea s on to know is both material angP 
HonpuQTc'Toanother p'erson who, directly or indirectly, 
purchases or sells any security that is the subject of the 
communication, while in possession of such information. For 
purposes of this subsection, information shall have been 
communicated wrongfully only if its communication would 
constitute, directly or indirectly, theft, conversion or 
r '-p:? r -*^"- -- zf i-- 'Jjciary, contractual, 

i. ^xoyiTienw , ...;;.unul or c^ner duty or relationship of trust and 
confidence. 



"(2) It shall be unlawful for any person who 
has taken a substantial step or steps with respect to a 
proposed acquisition or disposition (whether by open market 
purchases or sales, a tender offer, a business combination, or 
otherwise) of the beneficial ownership of more than 15 per 
centum of the class of any equity security of an issuer or any 
person acting on behalf of or in concert with such person (the 
"transacting person"), for the purpose of encouraging the 
purchase or sale of the securities of such class, to 
communicate, directly or indirectly, material nonpublic 
information concerning such proposed acquisition or disposition 
to any other person who thereafter purchases or sells 
securities of such class, unless such other person is acting on 
behalf of or as part of a group (within the meaning of section 
13(d)(3) of this title) with the transacting person or the 
communication of such information has been made in the course 
of a good faith solicitation of such other person to act on 
behalf of or as part of a group (within the meaning of section 
13(d)(3) of this title) with the transacting person or the 
securities are acquired directly from or sold directly to the 
t_r a n sactinc| per s on . 

"(d) DERIVATIVE LIABILITY.— No person shall bt 
liable under this section solely by reason of the fact that 
such person controls or employes a person who has violated this 
section, if such controlling person or employer neither 
participated in, nor directly or indirectly induced, the acts 
constituting the violation of this section. 

"(e) COMMISSION RULEMAKING AND ORDERS. — The 
Commission may by rules, ^implement the provisions of this 



l! 
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section. The Commission, by rules, or by order, may exempt any 
person, security or transaction, or any class or classes of 
persons, securities or transactions, from any provision or 
provisions of this section.^ 

"(f) PRIVATE RIGHTS OF ACTION.— Any person who is 
injured by a violation of this section, whether or not such 
person is deemed to be injured by the next succeeainq sentence 
of this subsec tJLon, in connection with the purchase or sale of 
any security may recover any damages sustained by reason of 
such viola*tion. For the purpose of this section, a person 
shall be deemed to have been injured by a violation of this 
section if such person has purchased or sold the affected 
securities contemporaneously with the transactions in such 
securities that form the basis of the violation ofA subsection 
(b) or (c) of this section. No person shall be liable in 
damages in any action under thisAsection for a violation of 
subsection (b) for an amount in excess of such person's actual 
profit obtained or loss avoided.>^ No person shall be liable in 
dama ges in any act i on under this s e ction for a violation oi " 

s"uBsect i onlc}for'f^n ampnnt; j n f^xf>_Rg_nf ^^^ -V«Jjl«^ jpf fh«> 

Berfe fTt/;.8u<itj>e cspn. xejce.i.ye.?l..^j_,maXina^llfiLjP^jw?iinL£5^^ o n which 
formed the basi §, J5f_th.e.. v i o 1 a t ion^ o flTsubs e c t ion ( c ), . *THe "^ 
period of 'limitations for the commencement of^any action under 
this subsection shall be the same as that provided in section 
21(d)(2)(D) of this title (the Insider Trading Sanctions Act). 

"(g) EXCLUSIVITY. — This section shall provide the 
exclusive standards by which the^use orAcommuni cation of 
material, nonpublic information in connection with the purchase 
or sale of a security shall be addressed. This section shall 
not, however, affect other prohibitions or requirements of law 
based, in whole or in part, on conduct other than such/^use otA 
communication of material, nonpublic information.". ^ 

SEC. 3. EFFECTIVE DATE. 

This Act shall take effect immediately upon enactment of 
this Act. 
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I. INTRODUCTION 

The Financial Analysts Federation ("FAF") is pleased to 
submit this supplemental written presentation to the Securities 
Subcommittee of the Senate Banking, Housing and Urban Affairs 
Committee regarding S. 1380, the Insider Trading Proscriptions 
Act of 1987 {"S. 1380"), introduced by Senators Donald W. Riegle 
and Alfonse M. D'Amato on June 17, 1987. The FAF submitted its 
initial presentation on August 28, 1987 ("FAF Statement"), which 
considered S. 1380, the proposed legislative definition of 
insider trading submitted to the Subcommittee by the Securities 
and Exchange Commission in the form of "The Insider Trading Act 
of 1987", on August 3, 1987, and the proposed act submitted by 
the New York Stock Exchange ("NYSE Bill").l 

Since August, the SEC has submitted a revised proposal dated 
November 18, 1987 ("SEC Bill"), and the authors of S. 1380 have 
also prepared a revised draft of S. 1380 in November 1987 



1/ The Financial Analysts Federation, organized in 1947, is the 
professional organization for investment managers and 
securities analysts with 56 member societies and chapters in 
financial centers of the United States and Canada and with 
almost 16,000 individual members. The FAF's Statement is 
reprinted in the report entitled "Definition of Insider 
Trading, Hearing before the Subcommittee on Securities of the 
Committee on Banking, Housing and Urban Affairs United States 
Senate," Part II, August 7, 1987 (S. Hrg. 100-155, Pt. II), 
(the "Hearing Report"). The FAF's Statement appears at pages 
106 to 123 of the Hearing Report which also contains the page 
numbers of the Statement. In this supplemental statement, 
page references to the FAF Statement are to the FAF Statement 
pages rather than the Hearing Report pages. The material in 
the FAF Statement on the FAF and its members appears at pages 
2 and 31 to 36. 
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("Reconciliation Draft"). Testimony was received by the 
Subcommittee on the SEC Bill on December 15, 1987. 

At the outset, the FAF notes that the circumstances 
surrounding the proposed legislation has changed significantly in 
the last two months. First, the Supreme Court in the Carpenter 
case has affirmed the criminal conviction of Foster Winans, the 
former Wall Street Journal columnist, on the wire and mail fraud 
counts, and by an evenly divided court on the securities law 
counts. 2 This seems to many commentators, including the FAF, to 
remove uncertainty concerning the legal basis for, and 
impediments to, the Securities and Exchange Commission's 
enforcement program against insider trading abuses. The SEC 
initially took the position in the Subcommittee's hearings that 
legislation was not necessary to the continued pursuit and 
success of the SEC's enforcement program absent an adverse 
decision in the Carpenter case. 3 While the SEC has now proposed 
two versions of its own Bill, it apparently still believes that 
legislation is not necessary.^ 

Even more troubling is the emergence of substantial concern, 
criticism and opposition to the SEC Bill and the Reconciliation 



2/ U.S. V. Carpenter, 56 U.S.L.W. 1073 (November 16, 1987), 

af f 'q . (securities law counts by an equally divided court), 
791 F.2d 1024 (2d Cir. 1986). 

3/ Statements of Commissioner Charles C. Cox on June 19, 1987 
and August 7, 1987, see also FAF Statement at 9 and 10. 

4/ Statement of SEC Chairman David S. Ruder, December 15, 1987, 
at 1 and 2 . 
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Draft of S. 1380.^ The FAF shares much of this concern most of 
which, on the part of the FAF, was described in the FAF 
Statement. Moreover, it is also apparent from statements 
submitted at the December 15, 1987, hearing that the American Bar 
Association committee charged with studying and commenting on the 
proposed legislation has not finished its process nor has it 
reached agreement on recommendations.^ 

The FAF believes that it is highly desirable, and is hopeful, 
that as the legislative process continues it permits adequate 
time for important groups such as the ABA committee to complete 
its review process and that most concerned commenting 
organizations and committees reach a consensus that a proposed 
bill is in satisfactory form. 

The participants in this legislative process are to be 
commended for their dedicated efforts to produce an acceptable 
bill. These include, among others, the Subcommittee and its 
staff, the SEC and its staff, and the Ad Hoc Legislative 
Committee to Define Insider Trading which prepared S. 1380 and 
the Reconciliation Draft ("Ad Hoc Committee"). The process has 
been fruitful in many respects but most certainly in identifying 
and considering the many important issues in this complex 



5/ See, for example, statements of December 15, 1987, by the 
Securities Industry Association, Kenneth J. Bialkin, Milton 
V. Freeman, and Richard B. Smith. 

£/ See, for example, statements of December 15, 1987, by Kenneth 
J. Bialkin, and A. A. Sommer, Jr. 
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subject. The FAF believes, however, many of these issues remain 
unresolved in the SEC Bill and the Reconciliation Draft. 
II. NEED FOR LEGISLATION 

The FAF vigorously supports prohibitions against insider 
trading and the SEC's enforcement program.^ It has long advocated 
regulatory and self -regulatory programs to prevent and prosecute 
insider trading abuses.^ The FAF and its companion organization, 
the Institute of Chartered Financial Analysts, established 20 
years ago, and enforce, a Code of Ethics and Standards of 
Professional Conduct which prohibit such conduct.^ The FAF also 
responded to the SEC's 1973 request for guidelines on insider 
trading with an extensive set of guidelines and commentary. ^^ 

The FAF has carefully reviewed the history of the efforts to 
codify by statute or by regulation, prohibitions against insider 
trading. It has also studied the thoughtful and extensive 
commentary presented in the current legislative proceeding. And 
it has evaluated the need and desirability for a new statute on 
insider trading under the existing circumstances and state of the 
law. 

The FAF concludes that, at present, there is no compelling 
need for legislation. In the opinion of the FAF, the SEC is a 



y FAF Statement at 3, 7, 31 and 32. 
8/ FAF Statement at 7, 31 and 32. 
9/ FAF Statement at 7, 33 and 34. 
10/ FAF Statement at 21 and 32. 
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highly respected and efficient regulator. However, the SEC has 
not requested a statute, and except for the hiatus due to the 
recently pending Carpenter case before the Supreme Court, now 
resolved, the FAF is not aware of any significant legal 
iBpediment to governmental enforcement programs against insider 
trading abuses. 

On the contrary, for example, the SEC in its report to the 
House Committee on Energy and Commerce on August 23, 1985, 
reviewing two years of enforcement activity after the Supreme 
Court decision in Dirks , stated that its effectiveness had not 
been reduced in any significant degree by that decision. ^^ 
Moreover, since the Dirks decision, the courts have adopted the 
misappropriation theory which was continued in November by the 
Supreme Court in Carpenter . This theory has been the basis for 
many of the civil and criminal actions for insider trading abuses 
in the last few years. ^^ 

On the other hand, while criminal defense lawyers have been 
advocating a statutory definition of insider trading in the U.S. 



11/ At 3 and 4. 



12 / As far as the FAF can discover, the criminal decision in U.S. 
V. Reed (see. The Wall Street Journal , December 17, 1985), is 
the only case in many years where the decision might have 
been different had a statute existed such as the SEC Bill. 
Mr. Reed, prior to the jury verdict in his favor, had agreed 
to a court order in an SEC injunctive action. SEC LR-9537 
(December 23, 1981). The case of SEC v. Switzer 590 F. Supp. 
756 (D.C. Olka. 1984), was decided on its facts and not on 
legal principles. 



-5- 



Digitized by 



Google 



138 



House of Representatives, ^3 none have made any presentations to 
this Subcommittee, to the FAF's knowledge. Nor has the FAF 
discovered any contentions by commentators to this Subcommittee, 
that any civil or criminal defendants have been inappropriately 
found in violation of the existing insider trading laws. 

The FAF has observed that many respected, thoughtful and 
conscientious organizations and individual commentators, have 
conflicting views of the various versions of the proposed 
legislation.^^ Moreover, they differ considerably about the need 
for legislation.^^ None have stated, however to the FAF's 
knowledge, that the present state of the law restricts, in any 
significant degree, governmental enforcement programs against 
insider trading. 

In short, the FAF is not persuaded that legislation is 
necessary, nor even desirable because of the considerable 
disagreement about the content of that legislation, at least to 
date . 
III. FAF POSITION ON THE SEC BILL 

Notwithstanding the noteworthy efforts of the SEC, the Ad Hoc 
Committee and others, it is the FAF's view that many important 



13 / Hearings of the House Subcommittee on Criminal Justice on 
H.R. 1238, The SEC Today , July 28, 1987, at 1 and 2. 

14 / Many organization representatives and individual commentators 
advocating widely differing positions have held governmental 
positions most notably with the SEC. 

15/ Op. cit. note 5. 



-6- 



Digitized by 



Google 



139 



deficiencies exist in the SEC Bill. The FAF nade a number of 
recommendations in its Statement^ ^ most of which are applicable 
to the SEC Bill and which have not been adopted in the form 
suggested . 

While the FAF clearly understands that it was not intended by 
the SEC and Ad Hoc Committee, it does believe that the SEC Bill 
and the Reconciliation Draft would potentially adversely affect 
the vital role of investment managers and securities analysts in 
the investment decision-making process, ^^ and potentially act as 
a deterrent to the free flow of information. ^ 8 

The SEC and Chairman Ruder have recognized this role^^ ^nd 
the issues presented, for which the FAF is appreciative. 
However, the FAF is concerned that the proposed legislative 
history being prepared by the SEC to be included with a bill as 
adopted, will leave problem areas of interpretation in the act 
itself. While the use of legislative history is often helpful to 
provide background, elaboration and the rationale for a statutory 



16 / FAF Statement at 19 and 20. 

17 / The FAF Statement explains at length the function and role of 
investment managers and securities analysts (at 20 and 25), 
and the recognition of that role by the courts and the SEC 
(at 25 to 29). 

18 / See also, the statement of the Securities Industry 

Association at 2, 8 and 10, and the statement of Kenneth J. 
Bialkin at 7. 

19 / Transmittal letter of Chairman David S. Ruder, November 18, 
1987, at 2, 3 and 4; Statement of Chairman David S. Ruder, 
December 15, 1987, at 3, 4 and 12. 



-7- 



Digitized by 



Google 



140 



act (the FAF suggested its use for those purposes in its 
Statement) ,20 courts may vary considerably on its use in applying 
the act. 

The FAF is pleased that the Chairman has recognized the role 
of investment managers and securities analysts in his %rritten 
submission to the Subcommittee and in his oral testimony on 
December 15, 1987,21 and, it is expected, in the SEC proposed 
legislative history. 22 Nevertheless, the FAF believes that the 
legislation itself should contain the vital operative provisions 
rather than relying on the use of legislative history, 
rulemaking, and the granting of exemptions which the SEC Bill 
authorizes, all of which the SEC contemplates. 23 

The following sections briefly describe the FAF's principal 
concerns virtually all of which are described at greater length 
in the FAF Statement. 
IV. COMMENTS ON THE SEC BILL 

The FAF believes that the SEC Bill does not contain a number 
of provisions that it should contain, many of which are to be the 
subject of the SEC's submission on legislative history, 2^ and 



20/ FAF Statement at 4, 6 and 17. 

21/ 19 Sec. Reg.& L. Rep. 1923 (December 18, 1987). 

22 / Op. cit. note 19, Transmittal letter of Chairman David S. 
Ruder . 

23 / Op. cit. note 21, Statement of David S. Ruder at 12 and 15, 
and SEC Bill Section 16A(f)(i). 

24 / Transmittal letter by David S. Ruder, November 18, 1987. 
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that there are a number of provisions in the SEC Bill which are 
troublesome . 

The SEC Bill appears to cover a wide range of so-called 
"market information". The language and coverage is too sweeping 
and lacks provisions linking the information to a significant 
relationship to the securities markets. The language should be 
modified and should not be left to legislative history as 
suggested by the SEC. 

The FAF in its Statement advocated that the statute be a 
"use" rather than "possession" statute. 25 s. 1380 as initially 
introduced, and the NYSE Bill, are both use statutes, while the 
SEC Bill and the Reconciliation Draft are possession statutes. 
The FAF believes that the adoption of a possession stattite will 
very likely have adverse effects on the role of investment 
managers and securities analysts in the investment decision- 
making process and potentially will create a significant danger 
of impeding the highly desirable objective of the free flow of 
information in the investment process. 

The FAF agrees with the separate statement submitted by 
former SEC Commissioner Richard B. Smith, noting that the 
concepts of wrongful use and wrongful obtaining of information 
are not clearly presented or defined in the SEC Bill. Moreover, 
the concept of "misappropriation" is not clearly set forth and 
omits crucial elements which the SEC proposes to explain in 
legislative history. These problems should be remedied. 



25/ FAF Statement at 6, 11 and 19. 
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The FAF recommended in its Statement that any act contain a 
provision excluding utilization of the "mosaic theory" from 
coverage of the act and it submitted proposed language to do so.^^ 
While the FAF appreciates the several statements made by Chairman 
Ruder in his written submissions to the Subcommittee recognizing 
the importance of the work of investment managers and securities 
analysts, and his oral statements recognizing the validity of the 
mosaic theory, 2 7 the FAF strongly believes that an act should 
contain such a provision. 

While the FAF also appreciates the undertaking by the SEC to 
include in the legislative history an explanation that many 
communications to and by investment managers and securities 
analysts are not within the coverage of the SEC Bill, provisions 
to that effect should also be included in any act. 28 

The FAF in its Statement advocated that any act should 
provide an affirmative defense for all persons, whether natural 
or non-natural, that the transaction was not influenced by 
material nonpublic information. 2 9 The approach in the SEC Bill 
requiring, in addition, lack of knowledge and the additional 
requirement that compliance procedures have been implemented are 
too restrictive and, the FAF believes, inappropriate. This is 



26/ FAF Statement at 4, 5, 15 to 17, and 20. 

27/ 19 Sec. Reg. & 1 Rep. 1923 (December 18, 1987). 

28/ See FAF Statement at 6, 12 and 19. 

29/ FAF Statement at 13 to 16 and 20. 
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especially true as the content and extent of compliance 
procedures required by the Bill are very general. 

The FAF believes that the insertion in the SEC Bill, in 
Section 16A(e), of the requirement that an employer not "profit 
from" a transaction by a controlled person to be exonerated from 
that person's conduct, is inappropriate and should be deleted. 

The FAF believes that it is an appropriate use of legislative 
history to indicate that the typical relationship of an 
investment manager or securities analyst with an issuer or 
communicators of information is not a "relationship of trust and 
confidence" as that term is used in the SEC Bill. 3° 

Finally, the FAF noted in its Statement that it favors a 
definition of materiality based on a "market impact" test.^^ 
The NYSE Act is premised on such a definition which has been 
utilized by the courts and the SEC in several decisions. ^ 2 The 
FAF opposes a standard of materiality applicable to proxy 
statements under the Securities Exchange Act of 1934 or 
registration statements under the Securities Act of 1933, both of 
which have sometimes been mentioned in insider trading cases. 



30/ FAF Statement at 12 and 19. 

31/ FAF Statement at 17. 

32/ Report of the New York Stock Exchange Legal Advisory 

Committee at 18 and 19. See also the Statement of Kenneth J. 
Bialkin at 6 and 7, and the FAF Statement at 17. 
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V. CONCLUSION 

The FAF appreciates the opportunity to comment on proposed 
legislation under consideration by the Subcommittee and-jdesir«o 
to continue to participate in the legislative process and to 
render any assistance that the Subcommittee and its staff might 
find useful. 
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